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State and Local Governmental Developments—2011

Notice to Readers
This Audit Risk Alert replaces State and Local Governmental Developments—
2010.
This Audit Risk Alert is intended to provide auditors of financial statements
of state and local governments with an overview of recent economic, industry,
technical, regulatory, and professional developments that may affect the audits
and other engagements they perform. This Audit Risk Alert also can be used
by an entity's internal management to address areas of audit concern.
This publication is an other auditing publication, as defined in AU section
150, Generally Accepted Auditing Standards (AICPA, Professional Standards).
Other auditing publications have no authoritative status; however, they may
help the auditor understand and apply Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an other auditing publication, he or she should be satisfied that, in his or her judgment, it is both relevant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
Recognition
The AICPA gratefully appreciates the invaluable assistance Christopher Cole
provided in creating this publication.
The AICPA staff is grateful to the following individuals for their essential
contributions in creating this publication:
Heather Acker, CPA
W. Michael Fritz, CPA
Laura Hyland, CPA
Jim Lanzarotta, CPA
Lealan Miller, CPA, CGFM
Dan O'Keefe, CPA, CFE
Andrew Richards, CPA
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State and Local Governmental Developments—2011

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your state
and local governmental audits and also can be used by an entity's internal
management to address areas of audit concern. This alert provides information to assist you in achieving a more robust understanding of the business,
economic, and regulatory environments in which your clients operate. This
alert is an important tool to help you identify the significant risks that may
result in the material misstatement of financial statements and delivers information about emerging practice issues and current accounting, auditing, and
regulatory developments. You should refer to the full text of accounting and
auditing pronouncements, as well as the full text of any rules or publications
that are discussed in this alert.
.02 Further, if your state or local government audit is performed under
Government Auditing Standards issued by the Comptroller General of the
United States of America (also referred to as the Yellow Book or generally
accepted government auditing standards) or Office of Management and Budget
(OMB) Circular A-133, Audits of States, Local Governments and Non-Profit
Organizations (referred to as a single audit), you should refer to the AICPA
Audit Risk Alert Government Auditing Standards and Circular A-133 Audits—
2011 (product no. 0224511). This alert can be obtained by calling the AICPA at
888.777.7077 or visiting www.cpa2biz.com.

Economic and Industry Developments
The Current Economy
.03 When planning and performing audit engagements, an auditor should
understand both the general economic conditions and the specific economic
conditions facing state and local governments. Economic activities relating to
factors such as interest rates, availability of credit, consumer confidence, overall economic expansion or contraction, inflation, and labor market conditions
are likely to have an effect on an entity's business and, therefore, its financial
statements.

Key General Economic Indicators
.04 These key economic indicators further illustrate the severity of the
recent recessionary period experienced by the United States.
.05 The gross domestic product (GDP) measures output of goods and services by labor and property within the United States. It increases as the economy grows or decreases as it slows. According to the Bureau of Economic Analysis, real GDP increased at an annual rate of 1.8 percent in the first quarter of
2011 (advance estimate), down slightly from 3.1 percent in the fourth quarter
of 2010, and at an annual rate of 2.9 percent during calendar year 2010. From
September 2009 to September 2010, the unemployment rate fluctuated between 9.5 percent and 10.1 percent. The annual average rate of unemployment
increased from 4.6 percent in 2007 to 9.6 percent in 2010. An unemployment
rate of 10 percent represents approximately 15.3 million people. Additionally,
one reason for the continued high unemployment rate is that more Americans
are resuming their search for work.
.06 The Federal Reserve decreased the target for the federal funds rate
more than 5.0 percentage points, prior to the financial crisis, to less than
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0.25 percent, where it remained through March 2011. The Federal Reserve
described the current economic recovery in its March 15, 2011, press release
as follows:

r
r
r
r
r

The economic recovery is on a firmer footing.
Overall conditions in the labor market appear to be improving
gradually.
Household spending and business investment in equipment and
software continue to expand.
Investment in nonresidential structures is still weak, and the
housing sector continues to be depressed.
Commodity prices have risen significantly since the summer, and
concerns about global supplies of crude oil have contributed to a
sharp run-up in oil prices in recent weeks.

.07 The Federal Reserve also noted in the press release that "economic
conditions, including low rates of resource utilization, subdued inflation trends,
and stable inflation expectations, are likely to warrant exceptionally low levels
of the federal funds rate for an extended period." The Federal Reserve will
keep constant its holdings of securities by reinvesting principal payments from
mortgage-backed securities in longer-term Treasury securities; additionally, as
current holdings of Treasury securities mature, the proceeds will be reinvested
in Treasury securities. Since the beginning of the financial market turmoil in
August 2007, total assets on the Federal Reserve's balance sheet have grown
from $869 billion to $2.7 trillion, primarily as the result of the purchase of
Treasury and mortgage-backed securities. Further, the Federal Reserve will
continue to monitor the economy and employ other policy tools as necessary.

The State of the States’ Economy
.08 The Nelson A. Rockefeller Institute of Government (institute) publishes frequent updates on state fiscal conditions. The institute's State Revenue
Report, dated February 2011, focuses on trends related to tax revenues and
collections, including the following:

r
r
r

State tax revenues for the third quarter of 2010 increased by
4.5 percent, which represents the third consecutive quarter of
increased collections. Despite the increases in 2010, state tax revenues are still 7.5 percent lower than in the third quarter of 2008.
Personal income and sales tax revenues each showed a 4.3 percent
increase over the first three quarters of 2010. Sales tax revenue
was 6.1 percent lower than in the third quarter of 2008.
Local tax revenue increased by 5.9 percent in the third quarter of
2010, primarily as a result of increases in property and sales tax
collections.

.09 The report concludes by pointing out that even though the overall
economy has improved, tax revenue is still expected to be below prerecessionary levels in the near future. The full text of this report can be found at
www.rockinst.org.

Challenges in the Municipal Securities Market
.10 In 2010, nearly $500 billion of municipal bonds and notes were sold
to support a variety of public purposes. Additionally, more than 10.4 million
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State and Local Governmental Developments—2011

municipal trades occurred, representing over $3.8 trillion in transactions during 2010. With approximately $2.9 trillion in principal value of securities outstanding and more than 50,000 issuers, the municipal market continues to play
a vital role in the U.S. economy. However, due to current conditions, governments that rely heavily on public debt to finance their operations and current
obligations may find that they will be paying more in interest and for shorter
terms than expected to be able to draw the buyers they need. This could have
a negative effect on the future cash flows of the government and its ability to
meet its obligations.
.11 In recent years, the municipal market experienced several dislocations
related to the subprime mortgage crisis and associated turmoil in the credit
markets. These included the downgrading of municipal bond insurers and the
collapse of the municipal auction rate securities (ARS) market.
.12 In 2011, the municipal bond market has still not recovered from the
sell-off by investors and mutual funds that resulted, in part, from concerns
about government bankruptcies and defaults. The recent press coverage about
the extent of unfunded pension obligations of many state and local governments
also contributes to the concern about the security of public debt. Uncertainty
about the safety of municipal bonds, coupled with fears about changing tax
rates, higher inflation, and low returns in relation to the perceived risk, have
caused investors to sit on the sidelines until they have a better idea of the
future.
.13 With demand down, governments, particularly those with lower than
triple-A ratings, are not issuing new debt as frequently as they were previously
nor are the dealers cutting prices to raise yields and draw buyers. Meanwhile,
the 2010 election brought in a wave of fiscal conservatives at the state level who
are pushing for a decrease in the reliance on debt as a means to fund government services and obligations. Furthermore, tighter budgets at the local levels
due to declining revenue sources have resulted in delays and cancellations of
capital projects and the borrowing activity that accompanies them. As a result,
there has been an increase in bond auctions that end with some unsold balances. Failed auctions typically cause the ARS to default to the maximum rate
defined in the related agreement. This adds significant interest rate volatility
and may result in higher overall interest costs associated with the debt.
.14 Auditors should be aware of accounting and auditing issues that may
result from debt instruments, such as the following:

r

r
r

Bond restructurings, such as reacquisition, refinancing, or changing the interest rate mode (Governmental Accounting Standards
Board [GASB] Statement No. 7, Advance Refundings Resulting in
Defeasance of Debt, and GASB Statement No. 23, Accounting and
Financial Reporting for Refundings of Debt Reported by Proprietary Activities)
Derivative and hedge accounting implications, such as the effectiveness of interest rate swaps, the need to post collateral, or involuntary termination (GASB Statement No. 53, Accounting and
Financial Reporting for Derivative Instruments)
Potential violation of debt covenants that may result in classification of the liability as current (GASB Statement No. 38, Certain
Financial Statement Note Disclosures)

ARA-SLG .14

P1: irk
ACPA194-01

4

aicpa-aag.cls

r

r

June 3, 2011

15:46

Audit Risk Alert

Subsequent event disclosures for events such as extinguishment
or modification of an ARS arrangement, failed auctions, or potential or actual cancellation of a liquidity facility (GASB Statement No. 56, Codification of Accounting and Financial Reporting
Guidance Contained in the AICPA Statements on Auditing Standards, and AU section 560, Subsequent Events [AICPA, Professional Standards])
Going concern issues (See the related discussion of the consideration of an entity's ability to continue as a going concern in the
"Audit and Attestation Issues and Developments" section of this
alert.)

.15 See also the related discussion on Municipal Securities Rulemaking
Board (MSRB) activities in the "Legislative and Regulatory Developments"
section of this alert.

The Availability and Quality of Credit and the Potential Impact on
State and Local Governments
.16 Despite recent improvements in the economy, state and local governments are still struggling with enormous budget gaps that could further impair
their ability to borrow. According to two reports issued by Moody's Investors
Service (Moody's), credit ratings downgrades have outpaced upgrades for eight
straight quarters as a result of decreased revenues. However, these downgrades
do not necessarily indicate an increase in defaults on debts because revenue
shortfalls are more likely to cause reductions in spending in areas other than
debt payments. At the state level, these spending cuts are likely to take the
form of reductions in aid to local governments, which include cities, counties,
and school districts. This trend is the indicator that leads Moody's to conclude
that the municipalities most at risk are smaller, weaker local governments and
governments that have enterprises associated with them, such as municipal
golf courses and nursing homes, because these entities are affected by the weak
economy in the form of reduced revenues from both the state and enterprise
funds. Both of these categories of governments are the most likely to be affected by decreases in funding from the state or county, as well as declines in
collections from sales taxes and user fees. Auditors should consider whether a
risk exists that the government's credit rating could be lowered due to these
economic pressures. An auditor's understanding of the effects that a reduced
credit rating would have on the government's ability to fund its operations or
an understanding of whether a reduced rating would affect the government's
outstanding debt obligations is an important element in assessing risk and
designing audit procedures.

Governments That Enhance Their Financial Position Using
Nonconventional Means
.17 Given the tightening of the credit markets, governments may look
to enhance their financial positions through nonconventional means, such as
service concession arrangements (SCAs), privatization, and business and activity combinations. For example, multiple cities may maintain their own library
function, as may the county, and the various governments may find economic
relief by combining operations. Such methods are viable but may be unusual
and could present new accounting and internal control issues, so auditors would
want to have an understanding of such arrangements.
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Local Government Bankruptcies
.18 Given the significant budget shortfalls that many municipalities are
facing in the current economic environment, local governments in serious
distress may consider filing for bankruptcy protection under Chapter 9 of
Bankruptcy, U.S. Code (USC) 11, Section 901.
.19 The purpose of Chapter 9 is to provide a financially distressed municipality protection from its creditors while it develops and negotiates a plan for
adjusting its debts. Reorganization of the debts of a municipality typically is
accomplished by extending debt maturities, reducing the amount of principal
or interest, or refinancing the debt by obtaining a new loan. Although similar
to other chapters, in some respects, Chapter 9 is significantly different in that
no provision exists in the law for liquidation of the assets of the municipality
and distribution of the proceeds to creditors.
.20 Only a municipality may file for relief under Chapter 9. The term
municipality is defined in 11 USC 101 as a "political subdivision or public
agency or instrumentality of a State." The definition is broad enough to include
cities, counties, townships, school districts, and public improvement districts.
It also includes revenue-producing bodies that provide services that are paid
for by users rather than by general taxes, such as bridge authorities, highway
authorities, and gas authorities. States are not eligible to file under Chapter 9.
Also, some states restrict or prohibit bankruptcy filings by municipalities.
.21 Municipal bankruptcy filings are a rare occurrence when compared
with other types of bankruptcies. Of more than 55,000 municipal entities, less
than 600 have filed under Chapter 9 since 1937, which is a very small number
over many years when compared with the thousands of business filings under
Chapters 7 and 11 that occur each year. Although rare, each municipal filing
is significant to the government, its employees, its bondholders, and other
stakeholders.
.22 Guidance can be found in GASB Statement No. 58, Accounting and Financial Reporting for Chapter 9 Bankruptcies, for governments that have filed
for bankruptcy under Chapter 9, and GASB Statement No. 56, which addresses
going concern considerations and requirements for governments. It is important to note that going concern considerations extend beyond governments that
file for bankruptcy. See the related discussion of the consideration of an entity's
ability to continue as a going concern in the "Audit and Attestation Issues and
Developments" section of this alert.

Pensions and Other Postemployment Benefits
.23 In recent years, the focus on pensions and other postemployment benefits (OPEB), including retiree health benefits for state and local government
employees, has been increasing. There have been several reasons for the additional attention to this area. First, because of the implementation of GASB
Statement No. 43, Financial Reporting for Postemployment Benefit Plans Other
Than Pension Plans, and No. 45, Accounting and Financial Reporting by Employers for Postemployment Benefits Other than Pensions, several years ago,
governments now measure and disclose in their financial statements their
obligations to pay OPEB costs in a manner similar to that of GASB's current
pension standards (that is, GASB Statement No. 25, Financial Reporting for
Defined Benefit Pension Plans and Note Disclosures for Defined Contribution
Plans, and No. 27, Accounting for Pensions by State and Local Government
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Employers). Second, after the issuance of GASB Statement Nos. 43 and 45,
GASB began a project to look at revising GASB Statement Nos. 23 and 25.
Several due process documents have been issued to date, and an exposure
draft is expected by mid-2011. Under current pension rules, neither the total
obligation for pensions nor the unfunded portion is reported as a liability in a
government's financial statements. Rather, a liability is reported if a government contributes less than the annual required contribution (ARC) calculated
by an actuary. This is sometimes referred to as a pay as you go approach.
GASB appears to be heading in the direction of proposing that the portion of
the government's pension obligation that is not covered by assets in the pension
plan (the unfunded obligation) be reported as a liability of the government on
the face of the balance sheet. This would be a change that would likely result
in a significant increase in unfunded liabilities during an already challenging
economic environment.
.24 As a result of these factors, the media, the bond market, state and
local government legislative bodies, and Congress are aware of the potentially
significant sum of those obligations, sometimes in the billions of dollars for an
individual state and often tens or hundreds of millions of dollars for individual
local governments. In addition, a government that does not manage its liabilities on a go-forward basis, especially the growth in its liability, could find itself
explaining its pension and OPEB funding policies or lack of a funding policy to
credit rating agencies when issuing bonded debt.
.25 The underfunded status of state pension and OPEB plans was further highlighted in an April 2011 report by the Pew Center on the States that
estimates that a $1.26 trillion gap existed at the end of fiscal year 2009, a 26
percent increase in 1 year. Pension funding shortfalls accounted for $660 billion, and unfunded retiree health care costs accounted for the remaining $635
billion. The figures detailed in the Pew report The Widening Gap: The Great
Recession's Impact on State Pension and Retiree Health Care Costs include
pension, health care, and other nonpension benefits promoted to both current
and future retirees in states' and participate localities' public sector retirement
systems. The full report is available at www.pewcenteronthestates.org.
.26 Many predict significant changes in pensions and OPEB as governing
bodies become better informed through actuarial or similar valuations about
the amount of the obligations and the effects of not managing them. Some
governments have formed task forces to help them identify solutions. Common
solutions that have been discussed for managing the pension and OPEB obligations and their growth include restricting new entrants into the plan, raising
the employee cost share, lengthening the vesting period, restricting ad hoc
benefit increases, and converting a defined benefit plan to a defined contribution plan. Another common solution is to begin to advance-fund the obligation,
which is a long-term solution that will take years, with a well-managed funding program to fully fund the accrued liability. Some governments may even
consider discontinuing or reducing benefits for current and retired employees, although that may not be possible because of legal, contractual, or other
restraints. Whichever solutions are chosen by the entity, they likely will be
difficult to implement.
.27 Because this is a topic that many governments are struggling with,
auditors might consider staying abreast of GASB's current pension project and
being prepared to answer their auditees' and governing bodies' questions about
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these obligations and about how potential future changes are to be accounted
for.

Audit Considerations for Pensions and OPEB
.28 Even though GASB's pension project is still in the exposure stage, auditors should be cognizant of the risks when auditing pensions and OPEB under
today's standards. The significant risks involved in accounting for pensions and
OPEB stem primarily from the determination of the liability of underfunded
plans. A small change in the estimates or methods used to calculate the ARC
and accumulated benefit obligation can have a material effect on the financial
statements of the governmental entity. The auditor might find it necessary to
work with the actuarial firms retained by the auditee or, if necessary, retain
actuarial specialists to evaluate auditee valuations. Some of the areas worthy
of attention are as follows:

r
r
r
r
r
r
r
r
r

Understanding the mechanics of the plan(s)
Use of discount rates that are commensurate with actual funding
patterns and reasonable, considering the investment return on
the assets used to make contributions to the plan
The accuracy and completeness of the data provided to the actuary
by the auditee
Understanding whether the actuarial methods and assumption
used are allowable in relation to applicable accounting standards
and consistently applied
Determining whether assumptions are reasonable given the demographics of the covered persons in the plan
Understanding the purpose and extent of changes in actuarial
assumptions used to calculate ARC, especially when such changes
reduce ARC or the actuarially determined liability
The ability of the government to fund the plan in the future and
how the funding will affect liquidity
The appropriateness of related note disclosures and management's discussion and analysis (MD&A)
Whether the funding status of the plan merits an emphasis-ofmatter paragraph in the auditor's report or a communication to
those charged with governance

.29 For more information on the auditor's use of specialists, see the "Audit
and Attestation Issues and Developments" section of this alert.

Legislative and Regulatory Developments
Securities and Exchange Commission Municipal
Securities Activities
.30 On July 21, 2010, the president signed the Dodd-Frank Wall Street
Reform and Consumer Protection Act (the Dodd-Frank Act) into law. Of particular interest to auditors of state and local governments that issue municipal
securities, the Dodd-Frank Act addressed a change in the registration requirements for investment advisors, including municipal advisors.
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.31 The law defined municipal advisors to include, among other things,
financial advisors. In September 2010, the Securities and Exchange Commission (SEC) followed up with Rule 15Ba2-6T, an interim final temporary rule
that announced the procedure for the interim registration process in light of
the October 1, 2010, effective date of the law. They received several comment
letters on that interim rule that identified a lack of clarity about how the definition of municipal advisor would apply to accountants. The concerns that were
raised related to the various services that CPA firms provide for governmental
entities (for example, financial statement audits, consent letters, comfort letters, and so on) and whether the performance of those services would subject
the firms to this registration process with the SEC.
.32 More recently, the SEC issued proposed Rules 15Ba1-1–15Ba1-7 in
December 2010. In the proposed rules, the SEC did not carve accountants out
completely because it stated that some of the services that may be provided
would constitute advice that should require them to register, such as advice
about the structure, timing, terms, and other similar matters concerning the
issuance of municipal securities. Instead, the SEC acknowledged that some of
the services CPA firms perform, such as the preparation or audit of financial
statements or the issuance of letters for underwriters by accountants, would
not constitute the provision of advice; hence, they would not have to register if
performing only these services. The AICPA's comment letter on these proposed
rules raised concerns that the definition of municipal advisor was very broad
and will encompass accountants who are performing customary and usual
services incidental to or inextricably linked to the practice of accountancy. It
concluded that such customary and usual services should not be subject to the
required registration. As of the date of this alert, the SEC has not issued a
final regulation resolving the applicability of the registration requirement to
accountants. Therefore, auditors with clients that issue municipal securities
should follow this project and any clarifications ultimately made by the SEC
with regard to the municipal advisors definition. For more information on the
proposed rule or to read the AICPA's comment letter to the SEC, please visit
www.aicpa.org/Advocacy/Issues/Pages/MunicipalAdvisors.aspx.
.33 Separately, the SEC has held several public hearings on the municipal
securities market during the past year that examined a wide range of issues,
including disclosure and transparency, financial reporting and accounting, and
investor protection and education. Due to budgetary constraints, it is not clear
whether the SEC will hold additional hearings in the upcoming year. However,
the SEC has stated that it will be preparing a report concerning the state of the
municipal securities market, including its recommendations for further action
that it should pursue, which may include legislation, rulemaking, and changes
in industry practice. To monitor the actions of the SEC related to the municipal
securities market, see www.sec.gov/spotlight/municipalsecurities.shtml.

MSRB Activity
.34 The MSRB is a self-regulatory organization created by Congress in
1975 to protect investors and the public interest by developing rules for brokers, dealers, and municipal securities dealers (dealers) engaged in municipal
securities activities. In 2010, the mission of the MSRB was expanded by the
Dodd-Frank Act, which was incorporated, in part, into Section 15B of the Securities Exchange Act of 1934 (the 1934 Act), the federal securities law governing
the activities of the MSRB. Pursuant to the Dodd-Frank Act, the MSRB now
has an obligation to protect state and local governments and other municipal
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entities, in addition to investors and the public interest. As a result, the MSRB
plans to develop rules in the areas of fair practice and fiduciary duties, pay-toplay and other conflicts of interest, gifts, disclosure, professional qualifications,
continuing education, and other areas identified by the MSRB governing board.
The following sections discuss certain key MSRB activities.

Municipal Advisor Rules and Required Registration
.35 As part of the Dodd-Frank Act, the MSRB was also given rulemaking
authority over municipal advisors as of October 1, 2010. Municipal advisors
were required to register with the SEC by October 1, 2010, and with the MSRB
by December 31, 2010. See the previous section of this alert for more information on municipal advisors, the SEC's involvement, and open questions about
whether the definition of municipal advisor could be interpreted to include
accountants performing certain usual and customary services.
.36 In response to this new responsibility, the MSRB has proposed several rules relating to municipal advisors. Some of these proposed rules are as
follows:

r

r

r

A fiduciary duty rule for municipal advisors that further enhances
the requirements in the Dodd-Frank Act; states that municipal
advisors have a fiduciary duty to their municipal entity clients
when providing municipal advisory services; and requires that
dealers disclose all material conflicts of interest in writing, including conflicts of interest associated with various forms of compensation, and obtain informed consent from the municipal entity
client before providing or continuing to provide advisory services.
A rule to add requirements regarding a municipal advisor's dealings with obligated persons. An obligated person is any person,
including an issuer of municipal securities, who is either generally or through an enterprise, fund, or account of such person
committed by contract or other arrangement to support the payment of all or part of the obligations on the municipal securities
to be sold in an offering of municipal securities. This includes a
duty to evaluate the appropriateness of a proposed municipal securities transaction or municipal financial product or transaction
for his or her client, unless the client has agreed to a more limited
engagement.
A rule that would preclude the payment by dealers of excessive or
lavish entertainment or travel expenses of issuer personnel above
certain limits. Additionally, the proposed rule says that depending on the specific facts and circumstances, excessive payments
could be considered to be gifts or gratuities made to such issuer
personnel in relation to the issuer's municipal securities activities.

New Rules Regarding Disclosures in the Municipal Market
.37 In May 2010, the SEC approved two MSRB proposals relating to disclosure in the municipal market (see MSRB Notice 2010-15). The first proposal
requires underwriters to provide to the MSRB's Electronic Municipal Market
Access (EMMA) system information about whether a municipal securities issuer or other obligated person has undertaken to provide continuing disclosures
under Rule 15c2-12 of the 1934 Act (Rule 15c2-12), as well as the identity of
any obligated persons other than the issuer, and the timing by which issuers or
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obligated persons have agreed to provide annual financial and operating data.
This rule change became effective on February 14, 2011. Failure to meet the
continuing disclosure requirements could result in the following:

r
r
r

Disclosure of noncompliance in future official statements
Reduction in demand for the bonds due to concerns about future
noncompliance issues
Possible legal action by investors who suffer losses resulting from
the failure to make timely filings

.38 The second proposal that was approved by the SEC permits issuers,
on a voluntary basis, to submit to EMMA preliminary official statements and
other related presale documents, official statements, and advance refunding
documents; information related to the preparation and submission of audited
financial statements and annual financial information; and hyperlinks to other
disclosure information available on the issuer's website. An issuer or obligated
person may post on EMMA that it has undertaken to voluntarily submit annual
financial information within 120 calendar days after the end of its fiscal year or,
as a transitional alternative, within 150 calendar days after the end of its fiscal
year. The transitional alternative is available through December 31, 2013.
Additionally, the issuer or obligated person may post on EMMA that it has
undertaken to voluntarily prepare audited financial statements pursuant to
generally accepted accounting principles (GAAP) as established by GASB or the
Financial Accounting Standards Board (FASB), as applicable. This amendment
to the EMMA continuing disclosure service will be effective at the end of May
2011.
.39 In August 2010, the SEC approved the MSRB's proposed rule change
to amend the EMMA continuing disclosure service to reflect SEC amendments
to Rule 15c2-12, which went into effect on December 1, 2010 (see MSRB Notices
2010-32 and 2010-54). The changes to Rule 15c2-12 include the following:

r
r
r
r
r

Removal of the continuing disclosure exemption for variable rate
demand obligations (VRDOs)
Establishment of a timeliness standard for submission of notices
of certain events
Deletion of the general materiality condition for certain of the
event notices
Modification of the language regarding adverse tax event notices
Addition of certain new event notices

.40 In order to allow issuers and obligated persons to adhere to the requirements of amended Rule 15c2-12, the MSRB modified the language of
the EMMA continuing disclosure service to reflect the materiality standard
changes under amended Rule 15c2-12 and modified the list of voluntary eventbased disclosures that may be submitted to EMMA.
.41 In October 2010, the SEC approved the MSRB's proposal to provide for
the posting of credit ratings on EMMA (see MSRB Notice 2010-44). The effective
date for the rule change will be no later than October 13, 2011. The MSRB
is working with certain nationally recognized statistical rating organizations
(NRSROs) to provide such information on EMMA. To the extent that an NRSRO
agrees to provide credit ratings and related information to the MSRB without
charge, the MSRB will display such information on EMMA, along with any
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documents and identifying information related to the applicable municipal
security.
.42 From an auditor's perspective, as noted in paragraph 16.10 of the Audit
and Accounting Guide State and Local Governments, the auditor is not required
to participate in, or undertake any procedures with respect to, a government's
continuing disclosure documents, even though they may include audited financial statements. However, as noted in paragraph 8.121 of the same guide, the
auditor should obtain an understanding of a government's internal control over
expenses or expenditures and liabilities, which may include an understanding
of policies and procedures to ensure adherence to the continuing disclosure
requirements of Rule 15c2-12. Finally, when auditors encounter a client that
has failed to meet the continuing disclosure requirements, an assessment of
how dependent the government is on debt may be appropriate because there
could be additional issues to consider. For example, a government's disclosure
of noncompliance in future official statements may make it more difficult to
sell bonds without increasing costs. Additionally, depending on how reliant the
government is with regard to debt, the noncompliance may warrant disclosure
in the notes to the financial statements and be something that the auditor
would discuss with those charged with governance.

Documents Relating to ARS and VRDOs
.43 In February 2010, the MSRB issued an amendment to MSRB Rule
G-8 on books and records and Rule G-34(c) in order to enhance the interest
rate and descriptive information currently collected from brokers, dealers, and
municipal securities dealers (collectively referred to as dealers). Effective May
16, 2011, MSRB Rule G-34(c) on variable rate security market information will
require, among other things, dealers to submit to the MSRB Short-term Obligation Rate Transparency System certain documents associated with municipal
ARS and VRDOs (see MSRB Notice 2011-09). ARS program dealers will be required to submit documents defining current auction procedures and interest
rate setting mechanisms. VRDO remarketing agents will be required to submit
documents related to letter of credit agreements, stand-by bond purchase agreements, and any other documents that establish an obligation to provide liquidity. All submitted documents will be posted to the MSRB's EMMA website.

IRS Regulation on Required Withholding
.44 IRS proposed regulations REG-158747-06 were published in the Federal Register on December 5, 2008, for new Internal Revenue Code (IRC) subsection 3402(t). This subsection, created by the Tax Increase Prevention and
Reconciliation Act of 2005, originally required that payments by governmental
entities for goods or services after December 31, 2010, are subject to 3 percent
income tax withholding, with some exceptions. The implementation date has
now been changed by the IRS and will be applied to payments after December 31, 2012. Although this proposed regulation will not affect audits in 2010,
auditors may want to bring the issue to the attention of their auditees.
.45 After becoming effective, these new withholding requirements would
apply to payments greater than $10,000 made by

r
r

the entire U.S. government, including all federal agencies, the
executive branch, the legislative branch, and the judicial branch.
all states, including the District of Columbia (but not including
Indian tribal governments).
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all political subdivisions of a state government or every instrumentality of such subdivisions, unless the instrumentality makes
annual payments for property or services of less than $100 million.

.46 Generally, withholding would be required on all payments to all persons providing property or services to the government, including individuals, trusts, estates, partnerships, associations, and corporations. Withholding
would occur at the time of payment and applies to payment in any form (cash,
check, credit card, or payment card). If the government entity fails to withhold the tax required under IRC subsection 3402(t), it becomes liable for the
payment of the tax.
.47 The following exceptions from the withholding requirements would
also be provided:

r
r
r
r
r
r
r
r
r
r
r
r
r

Payments otherwise subject to withholding, such as wages.
Payments for retirement benefits, unemployment compensation,
or social security.
Payments subject to backup withholding if the required backup
withholding is actually performed.
Payments for real property.
Payment of interest.
Payments to other government entities, foreign governments, taxexempt organizations, or Indian tribes.
Payments made under confidential or classified contracts, as described in IRC Section 6050M(e)(3).
Payments made by a political subdivision of a state or instrumentalities of a political subdivision of a state that make annual
payments for property or services of less than $100 million.
Public assistance payments made on the basis of need or income.
However, assistance programs based solely on age, such as Medicare, are subject to the requirements.
Payments to employees in connection with service, such as retirement plan contributions, fringe benefits, and expense reimbursements under an accountable plan.
Payments received by nonresident aliens and foreign corporations.
Payments made by Indian tribal governments.
Payments in emergency or disaster situations.

Exception for Small Entities
.48 Subdivisions of a state or instrumentalities of a subdivision of a state
are exempt from the withholding requirement if their total annual payments
for property and services (not including wages) are less than $100 million.
The proposed regulations provide a simple rule for determining whether an
entity makes annual payments less than $100 million. In general, the entity
would look to its accounting year ending with or within the second preceding
calendar year. For example, if total payments for the entity's 2010 accounting
year exceed $100 million, the withholding requirement will apply in 2012.
.49 For more details, please see www.irs.gov/govt/fslg/article/0,,id=
204409,00.html.
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Red Flags Rule
.50 In October 2007, the Federal Trade Commission (FTC) issued the
Red Flags Rule for financial institutions and creditors to fight identity theft.
The rule sets out how certain businesses and organizations must develop, implement, and administer their identity theft prevention programs. Creditors
subject to the Red Flags Rule must be in compliance as of January 1, 2011.
There has been considerable discussion and debate about whether the Red
Flags Rule applies to governments or whether the Red Flag Program Clarification Act of 2010 passed by Congress in December 2010 exempted them. The
answer, as is typical in such cases, is that it depends on the type of activities
the government engages in.
.51 The changes made to the law were meant to provide relief to small
businesses, such as doctor's offices, CPAs, and small retailers. It is important
to note that neither the law nor FTC regulations specifically identify covered
entities. Rather, the determination is made based on the activities that the
entity engages in as part of its business. Under the new definition, an entity is
considered a creditor if it meets any one or more of the following:

r
r
r

It obtains or uses credit reports, directly or indirectly, in connection with a credit transaction.
It furnishes information to consumer reporting agencies in connection with a credit transaction.
It advances funds to, or on behalf of, a person based on an obligation of the person to repay the funds, or the funds are repayable
from specific property pledged by, or on behalf of, the person.

.52 Any occurrence of identity theft exposes a creditor to an FTC investigation. Based on the results of the investigation, the FTC can seek both monetary
civil penalties and injunctive relief. It is likely that enforcement actions will be
widely publicized, which could result in significant damage to the reputation
of the government if it is found to be in violation of the Red Flags Rule.
.53 From an audit perspective, upon determination that the Red Flags
Rule is applicable, compliance with the Red Flags Rule and the robustness of
the government's Identity Theft Prevention Program may be considered in the
overall risk assessment of the government, depending on its significance to the
entity. Governments should provide a copy of the program to their auditors as
part of their documentation of internal controls.
.54 More information and a document outlining specific requirements of
the Red Flags Rule can be found at http://ftc.gov/redflagsrule.

Audit and Attestation Issues and Developments
Audit Risks for Governments
.55 As noted in paragraph .17 of AU section 312, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards), some possible
audit responses to significant risks of material misstatement include increasing the extent of audit procedures, performing procedures closer to year-end, or
increasing audit procedures to obtain more persuasive evidence. Additionally,
given the constant changing status of economic conditions that could affect your
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governmental auditee, auditors should consider modifying audit procedures to
ensure that risks are still adequately addressed.
.56 Although it is impossible to predict and include all accounting, auditing, and attestation issues that may affect your engagements, we cover in
this alert the primary areas of concern. Continue to remain alert to economic,
legislative, and regulatory developments, as well as the associated accounting,
auditing, and attestation issues as you perform your engagements.

Supplementary and Other Information Related
to Financial Statements
.57 In February 2010, the AICPA Auditing Standards Board (ASB) issued
a trio of auditing standards related to the auditor's responsibility for other information, supplementary information, and required supplementary information. These three standards supersede AU sections 550A, Other Information in
Documents Containing Audited Financial Statements; 551A, Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted
Documents; and 558A, Required Supplementary Information (AICPA, Professional Standards). All three standards are effective for audits of financial statements for periods beginning on or after December 15, 2010. Early application
is permitted. These standards should be of particular interest to state and
local governments and their auditors due to the significant amount of supplementary information and required supplementary information that typically
accompanies the financial statements of state and local governments.
.58 An extensive discussion of these three standards as they relate to
governments, including implementation guidance and examples, is available
in appendix D, "Required Supplementary Information, Supplementary Information, and Other Information," of the March 1, 2011, edition of the Audit and
Accounting Guide State and Local Governments.

Other Information in Documents Containing Audited
Financial Statements
.59 Statement on Auditing Standards (SAS) No. 118, Other Information
in Documents Containing Audited Financial Statements (AICPA, Professional
Standards, AU sec. 550), addresses the auditor's responsibility regarding other
information in documents containing audited financial statements and the auditor's report thereon. In this SAS, other information is defined as financial and
nonfinancial information (other than the financial statements and the auditor's
report thereon) that is included in a document containing audited financial
statements and the auditor's report thereon, excluding required supplementary information. Documents containing audited financial statements refers to
annual reports (or similar documents) that are issued to owners (or similar
stakeholders) and annual reports of governments and organizations for charitable or philanthropic purposes that are available to the public that contain
audited financial statements and the auditor's report thereon. In the absence of
any separate requirement in the particular circumstances of the engagement,
the auditor's opinion on the financial statements does not cover other information, and the auditor has no responsibility for determining whether such information is properly stated. Other information may include financial summaries
or highlights; employment data; planned capital expenditures; financial ratios;
selected quarterly data; or voluntarily presented information, such as the introductory section or statistical section of a comprehensive annual financial
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report. This SAS establishes the requirement for the auditor to read the other
information of which the auditor is aware because the credibility of the audited
financial statements may be undermined by material inconsistencies between
the audited financial statements and other information. Additionally, this SAS
states that the auditor should communicate with those charged with governance the auditor's responsibility with respect to the other information, any
procedures performed relating to the other information, and the results. This
SAS also may be applied, adapted as necessary in the circumstances, to other
documents to which the auditor, at management's request, devotes attention.

Reporting on Supplementary Information in Relation to the Financial
Statements as a Whole
.60 SAS No. 119, Supplementary Information in Relation to the Financial
Statements as a Whole (AICPA, Professional Standards, AU sec. 551), addresses
the auditor's responsibility when engaged to report on whether supplementary
information is fairly stated, in all material respects, in relation to the financial statements as a whole. For purposes of generally accepted auditing standards (GAAS), supplementary information is defined as information presented
outside the basic financial statements, excluding required supplementary information that is not considered necessary for the financial statements to be
fairly presented in accordance with the applicable financial reporting framework. Such information may be presented in a document containing the audited
financial statements or separate from the financial statements.
.61 A common example of this type of information for many governmental
entities is the schedule of expenditures of federal awards that under OMB Circular A-133 is required to be reported on in relation to the financial statements
as a whole.
.62 Some of the key auditor requirements included in SAS No. 119 are as
follows:

r
r
r
r
r

The auditor should determine that the supplementary information relates to the same period as the audited financial statements.
The auditor should obtain the agreement of management that it
acknowledges and understands its responsibility for the supplementary information.
The auditor should perform additional procedures regarding the
criteria, form, and methods used by management to prepare the
supplementary information and evaluate the appropriateness and
completeness of the supplementary information.
The auditor should determine that the supplementary information was derived from, and relates directly to, the underlying accounting and other records used in preparing the financial statements.
The auditor should obtain written representations from management acknowledging its responsibility for the presentation, the
content, the consistency of methods of measurement and presentation, and any significant underlying assumptions or interpretations.

.63 The SAS also includes requirements in the circumstances when the
auditor finds that on the basis of the procedures performed, the supplementary
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information is materially misstated in relation to the financial statements as
a whole and the related reporting options.

Required Supplementary Information
.64 SAS No. 120, Required Supplementary Information (AICPA, Professional Standards, AU sec. 558), addresses the auditor's responsibility with
respect to required supplementary information. The SAS defines required supplementary information as information that a designated accounting standard
setter requires to accompany an entity's basic financial statements. Required
supplementary information is not part of the basic financial statements; however, a designated accounting standard setter considers the information to be
an essential part of financial reporting for placing the basic financial statements
in an appropriate operational, economic, or historical context. In addition, authoritative guidelines for the methods of measurement and presentation of the
information have been established. In the absence of any separate requirement
in the particular circumstances of the engagement, the auditor's opinion on the
basic financial statements does not cover required supplementary information.
SAS No. 120 explains that the objectives of the auditor, when a designated accounting standard setter requires information to accompany an entity's basic
financial statements, are to perform specified procedures in order to

r
r

describe, in the auditor's report, whether required supplementary
information is presented and
communicate therein when some or all of the required supplementary information has not been presented in accordance with
guidelines established by a designated accounting standard setter or when the auditor has identified material modifications that
should be made to the required supplementary information for it
to be in accordance with guidelines established by the designated
accounting standard setter.

.65 Among the key auditor requirements found in SAS No. 120 are that
the auditor should

r
r
r

inquire of management about the methods of preparing the information.
compare the information for consistency with management's responses to inquiries, the basic financial statements, and other
knowledge obtained during the audit of the basic financial statements.
obtain written representations from management that it acknowledges its responsibility for the required supplementary information with regard to measurement and presentation, consistency
of methods, and any significant underlying assumptions or interpretations.

.66 One area that sometimes causes confusion relates to information required by a regulator (for example, a schedule of expenditures of federal awards
in a Circular A-133 audit or a schedule of net worth in an audit performed under
the Consolidated Audit Guide for Audits of HUD Programs). Although this information is required, it is not considered required supplementary information
because only a designated accounting standard setter can require required supplementary information. Therefore, it would not be appropriate for an auditor
to use the provisions of SAS No. 120 for supplementary information required
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by a regulator. Instead, the auditor would use the provisions of SAS Nos. 118
or 119, as appropriate.

Other Comprehensive Basis of Accounting and
Supplementary Information
.67 During the conforming change review of the 2011 edition of the Audit
and Accounting Guide State and Local Governments, guidance related to supplementary information in financial statements prepared in conformity with
an other comprehensive basis of accounting (OCBOA) has changed. Paragraph
15.05 of the previous edition of the guide indicated that OCBOA financial
statements should be accompanied by required supplementary information
applicable to the presentation (for example, MD&A or budgetary comparison
information). Further, the guidance indicated that the auditor's responsibility
for, and reporting on, that information is the same as for required supplementary information that accompanies financial statements prepared in conformity
with GAAP. Given the recent issuance of SAS No. 120 and its definition of required supplementary information as information that a designated accounting
standard setter requires to accompany an entity's basic financial statements,
attention was focused on the guidance in paragraph 15.05 of the Audit and
Accounting Guide State and Local Governments. After consultation with the
ASB's Audit Issues Task Force, it was determined that the guidance in paragraph 15.05 needed modification because no designated accounting standard
setter exists for OCBOA presentations. Therefore, required supplementary information cannot technically exist in OCBOA reports. As a result, paragraph
15.05 of the 2011 edition of the Audit and Accounting Guide State and Local
Governments states that OCBOA financial statements may be accompanied by
information that a designated accounting standard setter requires to accompany an entity's basic financial statements in a GAAP presentation (that is,
MD&A and budgetary comparison information). However, it goes on to say that
such information should be considered other information for the purposes of
OCBOA financial statements. The bottom line effect of this change for auditors is that going forward, auditors should no longer consider and report on
information such as MD&A or budgetary comparison information as required
supplementary information when it is included in an OCBOA presentation.
Instead, the auditor would consider the information to be other information
and refer to SAS Nos. 118 or 119, as appropriate. This will change the auditor's
consideration of the information and related reporting. Because this change
came about as a result of the issuance of SAS No. 120, it can be implemented
on a prospective basis.

Auditor Responsibility for Disclosure in Official Statements
.68 The recent attention to municipal securities activities merits a refresher on the factors that associate an auditor with a government's official
statement and the related responsibilities once an association exists. Auditors
are subject to the antifraud provisions of the federal securities laws and may be
held liable for material misstatements or omissions in documents containing
audited financial statements, such as preliminary or final official statements
with which they are associated. Disclosures that are unclear or difficult to
understand may increase an auditor's exposure to liability. When associated
with the official statements, auditors should remember their responsibilities
under SAS No. 118. As described in chapter 16, "Auditor Association With
Municipal Securities Filings," of the Audit and Accounting Guide State and

ARA-SLG .68

P1: irk
ACPA194-01

aicpa-aag.cls

18

June 3, 2011

15:46

Audit Risk Alert

Local Governments, the following are situations in which the auditor becomes
associated with the official statement:

r
r
r
r
r
r
r

Assisting in preparing the financial information included in the
official statement
Reviewing a draft of the official statement at the government's
request
Signing (either manually or electronically) the independent auditor's report for inclusion in a specific official statement1
Providing a written agreement (for example, through a consent
letter or signed authorization form) for the use of the independent
auditor's report in a specific official statement
Providing a revised independent auditor's report for inclusion in
a specific official statement
Issuing a comfort letter; the letter described in paragraph .09
of AU section 634, Letters for Underwriters and Certain Other
Requesting Parties (AICPA, Professional Standards); or an attestation engagement report, in lieu of a comfort or similar letter, on
information included in the official statement
Issuing a report on an attestation engagement relating to the debt
offering

.69 If the auditor is associated with an official statement, the guidance
in paragraphs .01–.06 of SAS No. 118 provide that the auditor has no obligation to perform any procedures to corroborate other information2 contained
in those documents. However, the auditor should read the other information
and consider whether that information or the manner of its presentation is
materially inconsistent with information or the manner of its presentation
appearing in the financial statements. SAS No. 118 provides guidance if the
auditor concludes that a material inconsistency or a material misstatement
of fact that is not a material inconsistency exists. This responsibility includes
reading the other information and considering whether such information or the
manner of its presentation is materially inconsistent with information or the
manner of its presentation appearing in the financial statements. Accordingly,
when audited financial statements are included in an official statement, and
the auditors are associated with the official statement, auditors should take
a "big picture" approach and consider whether any other information in that
official statement is materially inconsistent with the audited financial statements.
.70 In some cases, issuers include audit opinions and audited financial
information in disclosure documents without obtaining the consent of the auditor. Because consent must be obtained from auditors in the corporate market
before an audit opinion may be included in an offering document, investors in
1
This situation involves an original manual or electronic signature on the auditor's report, not
a reproduction of an auditor's report that was manually or electronically signed. For example, the
underwriter or bond counsel may require a copy of the auditor's report with an original manual or
electronic signature to file with the official closing documents for the offering.
2
Other information is a term used in Statement on Auditing Standards No. 118, Other Information in Documents Containing Audited Financial Statements (AICPA, Professional Standards, AU
sec. 550), and is defined therein as information in addition to audited financial statements and the
independent auditor's report thereon.
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municipal securities may not be aware that this is not always the case in a municipal offering. Auditors may encourage their governmental auditees to make
appropriate disclosures to investors in situations when governmental auditees
intend to use the audit opinion or audited financial information without the
auditor's consent.
.71 In 1998, the SEC adopted rules requiring all securities registrants to
use plain English in writing prospectuses and in the organization, language,
and design of the front matter of prospectuses. These plain English rules do
not apply to the municipal market, but the SEC encourages their voluntary
use. Municipal disclosures often abound in legalistic or overly complex presentations that make the substance of the disclosure difficult to understand.
Vague boilerplate explanations are readily subject to differing interpretations.
Remember that most investors who read official statements are not accountants and may have limited accounting backgrounds. Stale and incomplete
accounting information is at the core of many of the cases the SEC has brought
against municipal bond market participants. Many of the auditors' reports on
the financial statements used in primary offering disclosure documents and
continuing disclosure filings made pursuant to Rule 15c2-12 are many months
old at the time of the offering, raising the risk of an antifraud violation if
there have been material changes since the audit was completed. Efficient
markets require timely and reliable information to function properly. As an
added service, auditors may work with their governmental auditees to try to
improve the timeliness of their audited financial statements. Auditors should
also remember their obligations under AU section 560 regarding subsequent
events, including circumstances in which a governmental auditee requests the
auditor's consent to include the audit opinions in disclosure documents.

IT Internal Control Issues
.72 The implementation of the risk-based auditing standards defined the
responsibilities of auditors to document their understanding of internal control
surrounding how an entity initiates, authorizes, records, processes, and reports
transactions and financial data. Many larger governmental entities have been
using complex IT systems for years, and during this time, their systems and
transaction flows have been documented for both manual and IT-dependent
systems. Due to the current economic situation, auditors may want to assess
the resources that have been allocated to IT at governmental entities. This
would include the quality of documentation, as well as the experiences of the
resources, in addressing the IT issues at the audited entity.
.73 Further, a complex IT environment can exist in any government, regardless of the size of the entity. The government's use of IT may affect any
of the five components of internal control, in addition to the government's operating and business functions. For example, the government may use an IT
system that is highly complex and integrated through all functions and services
of the entity; these systems may share data and support all aspects of financial reporting. Alternatively, the government may use one application only for
the accounts receivable function or utility billings. The auditor is required to
document key elements of internal control surrounding the IT environment.
Additionally, AU section 314, Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement (AICPA, Professional Standards), states that an auditor may determine that it is necessary to include
a specialist to work on the audit team to assist with the determination of the
complexities and intricacies of an entity whose use of IT is extensive.
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.74 Of particular concern are the risks when a lack of segregation of duties
exists over IT functions or accounting functions in the accounting application.
Segregation of duties issues may arise due to a reduction in the IT staff at a
larger entity or due to the more limited staff of a smaller entity. Regardless
of the reason, the extent and nature of these control risks vary depending on
the nature and characteristics of the entity's information system. For example,
multiple external or internal users may access a common database of information that affects financial reporting. In such circumstances, a lack of an effective
control at a single user entry point might compromise the security of the entire
database, potentially resulting in unauthorized changes to, or destruction of,
data, which could affect the financial statements. The auditor should consider
whether the entity has responded adequately to the risks arising from IT by
establishing effective controls, including effective general controls upon which
application controls depend. From the auditor's perspective, controls over IT
systems are effective when they maintain the integrity of information and security of the data that such systems process. Some factors that auditors may
want to consider regarding IT controls are as follows:

r
r
r
r

Auditors may wish to assess resources that have been allocated
to IT issues in light of the current economic climate.
More complex IT systems can affect all five elements of the Committee of Sponsoring Organizations of the Treadway Commission's internal control framework.
Auditors may need a specialist in IT to be a member of the audit
team.
Auditors may wish to pay particular attention to the segregation
of duties element of IT controls.

.75 Further guidance can be found in the AICPA Information Technology Center at www.aicpa.org/InterestAreas/InformationTechnology/Pages/
InfoTech.aspx.

Auditing Accounting Estimates
.76 As noted in paragraph .04 of AU section 342, Auditing Accounting Estimates (AICPA, Professional Standards), the auditor is responsible for evaluating the reasonableness of accounting estimates made by management in the
context of the financial statements as a whole. In the context of a governmental
audit, the overall financial statement level would be at the level of the opinion units, as discussed in paragraph 4.32 of the Audit and Accounting Guide
State and Local Governments. It is important to remember that many types of
accounting estimates exist in auditee financial statements. Some examples related to governmental entities include the allowance for uncollectible accounts
receivable, impairment analysis and estimated useful lives of capital assets,
self-insurance liabilities, uninsured losses, workers' compensation programs,
pollution remediation costs, and actuarial assumptions in pension and other
postretirement benefit costs.
.77 Given the current economic climate, additional skepticism should be
exercised when considering the reasonableness of management's underlying
assumptions used in accounting estimates. When evaluating accounting estimates, the auditor should consider both the subjective and objective factors
with professional skepticism. As discussed in paragraph .09 of AU section 342,
the auditor normally concentrates on key factors and assumptions that are
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significant to the estimate, sensitive to variations, deviations from historical
patterns, or particularly subjective and susceptible to misstatement and bias;
however, it is important to consider whether historical patterns are still applicable.
.78 For example, in the current market, new patterns may emerge. In
this economic climate, with possible increasing pressure on management due
to budgetary challenges and declining revenues, a key aspect of AU section 342
is for an auditor to determine the reasonableness of management's accounting
estimates with an extra degree of professional skepticism. As noted by AU
section 316, Consideration of Fraud in a Financial Statement Audit (AICPA,
Professional Standards), when assessing audit differences between auditee
estimates and audit estimates, even if they are individually reasonable, an
auditor should consider whether these differences are indicative of possible
bias by management. If so, the auditor should reconsider the estimates as a
whole.

Using the Work of a Specialist
.79 It may be necessary to use a specialist, such as an actuary or a securities valuation expert, to assist in auditing complex or subjective matters.
Examples of matters in which an auditor may engage a specialist are valuation
issues; the reasonableness of the determination of amounts derived from specialized techniques or models; or the implementation of technical requirements,
regulations, or legal documents. Governments often engage actuaries to assist
them in estimating liabilities relating to pensions, OPEB other than pensions,
and self-insurance claims for uninsured losses and workers' compensation programs. Management may also engage engineers or other specialists to assist
with determining pollution remediation liabilities. AU section 336, Using the
Work of a Specialist (AICPA, Professional Standards), provides guidance to auditors in using specialists. The guidance in AU section 336 is applicable when
the specialist is hired by management or if the auditor engages the specialist.
However, if a specialist employed by the auditor's firm participates in the audit,
AU section 311, Planning and Supervision (AICPA, Professional Standards),
is applicable rather than AU section 336.
.80 When using the work of a specialist, the auditor should evaluate the
specialist's professional qualifications, obtain an understanding of the nature
of the work performed or to be performed, and evaluate the relationship of the
specialist to the auditee in terms of objectivity. It is also important to identify how the work of the specialist affects the financial statements because the
auditor's responsibility is greater for amounts disclosed in the financial statements and notes than if the information appears in required supplementary
information. Although the appropriateness and reasonableness of the methods
and assumptions employed by the specialist are his or her responsibility, the
auditor should obtain an understanding of these qualities, test the underlying
data provided to the specialist, and evaluate the specialist's findings in the
context of the audit and related assertions in the financial statements. It is
also important to understand that the value of the work of the specialist depends, in part, on the information that he or she is given. Testing the data and
underlying assumptions that are provided to the specialist may be appropriate
before the auditor relies on the specialist's work. There may also be situations
in which auditors decide to use firm or independent specialists to assist in
reviewing the work of management's specialist.
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.81 For more information and examples of risks when using the work
of a specialist, please see the "Pensions and Other Postemployment Benefits"
section of this alert.

Consideration of an Entity’s Ability to Continue as
a Going Concern
.82 The consideration of an entity's ability to continue as a going concern is
required in every audit performed under GAAS and is an especially important
consideration in the current state of the economy. An entity's ability to continue
as a going concern is affected by many factors related to the economy, such as
the industry and geographic area in which it operates, the financial health of
its customers and suppliers, and financing sources.
.83 As explained by paragraph .02 of AU section 341, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards), the auditor's evaluation is based on his or her knowledge of
relevant conditions and events that exist at, or have occurred prior to, the date
of the auditor's report. Therefore, this is an ongoing evaluation that extends
through the date of the auditor's report.
.84 The auditor has a responsibility to evaluate whether a substantial
doubt exists about the entity's ability to continue as a going concern for a
reasonable period of time. AU section 341 notes that is a period not to exceed 1
year beyond the date of the financial statements being audited. However, GASB
Statement No. 56 specifies an evaluation by management of a government's
ability to continue as a going concern for a period of 12 months beyond the
financial statement date plus a period shortly thereafter if currently known
information about that period may raise substantial doubt.
.85 Audit teams may find it useful to have preliminary discussions about
going concern considerations during engagement planning meetings; however,
as noted in AU section 341, it is not necessary to design audit procedures
around specifically identifying the possibility of a going concern because results
of typical audit procedures should illuminate any indicators. These procedures
may consist of analytical procedures, review of subsequent events, review of
compliance with financing agreements, review of board minutes, inquiry of
legal counsel, and confirmation with related third parties of the details of
arrangements to provide or maintain financial support.
.86 Some risks related to the current state of the economy that may influence an entity's ability to continue as a going concern include the following:

r
r
r
r
r
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Financial support of a related party may not be a feasible mitigating factor, depending on the financial health of that related
party.
An entity's financial health could be significantly weakened if its
suppliers or customers have been strongly affected by the economic crisis.
Projections provided by entities based on historical data may not
be reliable future predictions.
Some entities may be hesitant to include informative and transparent going concern disclosures.

.87 To better understand whether the risks in the economy or other pressures have a significant effect on an auditee, auditors could assess the following:

r
r
r
r
r

The entity's ability to handle cash flow pressures and to meet
obligations when they become due
Whether noncompliance with debt covenants or triggering events
of default would cause debt to become current
The impact of demand bonds classified as current
Whether the entity has consistent working capital deficiencies or
negative operating cash flows
The quality of future budget estimates for subsequent year cash
flow analysis

.88 If the auditor believes that a substantial doubt about the entity's
ability to continue as a going concern exists, the next steps are to obtain management's plans to mitigate the effect of such conditions and then assess the
likelihood that these plans can be effectively implemented. Additionally, auditors may consider posing the following questions to help make their assessment
of the likelihood of management's plans successfully mitigating the going concern risk:

r
r
r
r
r

What is the strategy for extending lines of credit or refinancing
any debt coming due? Have any preliminary agreements or discussions occurred?
If negative operating trends exist, how does management plan on
turning them around?
If turnover of key personnel has occurred, what actions are being
taken to replace these positions?
What is the plan to maintain or increase the liquidity of your
balance sheet?
Do any restrictions exist that could limit management's ability to
carry out these plans?

.89 If, after considering management's plan, an auditor determines that
a substantial doubt about an entity's ability to continue as a going concern
remains, the auditor should communicate with those charged with governance
of the entity, in accordance with AU section 341. In that instance, the auditor
also should consider the effects on the entity's financial statements and the
adequacy of the related disclosure, and an explanatory paragraph should be
added to the audit report following the opinion paragraph.
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.90 Alternatively, if management's plan mitigates the risk of the entity's
ability to continue as a going concern, the auditor should consider whether
management should disclose the primary conditions that gave rise to the initial
doubt and management's plans either in the notes to the financial statements
or MD&A. These disclosures are especially important for financial statement
users to fully comprehend the entity's financial strength and ability to continue
as a going concern.
.91 Additional information on going concern considerations for governments can be found in paragraphs 13.16–.25 of the Audit and Accounting Guide
State and Local Governments.

Summary of Frequent Violations Relating to Governmental
Audits—Ethics Division
.92 The AICPA Professional Ethics Division investigates potential disciplinary matters involving members of the AICPA and state CPA societies
participating in the Joint Ethics Enforcement Program. The investigations of
audits of government and not-for-profit entities are typically initiated by referral from the offices of inspectors general. The Professional Ethics Division
has compiled a summary of recent violations that were frequently found in
investigations related to governments and not-for-profit entities.
.93 General audit deficiencies noted included working paper documentation deficiencies and lack of adequate audit evidence. The following findings
related to disclosure errors and omissions or errors in financial statement reporting or presentation:

r
r
r
r
r
r
r
r

The criteria used for determining component units are not disclosed.
Debt service requirements to maturity are not disclosed.
Real property acquired with federal or state grants was expensed.
Interfund and intrafund balances and transactions were not eliminated, and as such, the statements of financial position and activities did not focus on the organization as a whole. Also, their
purpose wasn't disclosed in the notes.
The combined statement of revenues, expenditures, and changes
in fund balances did not properly classify revenues by fund and
source or expenditures by function or character.
The MD&A was missing required elements or included unallowed
items or was not presented as required, and the opinion was not
modified.
Budgetary data presented as required supplementary information
was incorrectly referred to as statements rather than schedules.
The required information for operating leases, including future
minimum lease payments for the next five years, was not disclosed.

.94 Additionally, the following findings related to audit report errors and
omissions:

r
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r
r
r
r

other than with respect to the schedule of expenditures of federal
awards.
Failure to dual date the reissued report.
The auditor's report was not qualified for specified departures
from GAAP.
The auditor failed to include verbiage required in the auditor's
report on the financial statements or the report issued to meet
the requirements of Government Auditing Standards.
The report restriction for the internal control and compliance reports did not meet the requirements of AU section 532, Restricting
the Use of an Auditor's Report (AICPA, Professional Standards).

Service Organizations
.95 Since 1992, SAS No. 70, Service Organizations (AICPA, Professional
Standards, AU sec. 324), has been the authoritative standard on requirements
and guidance for reporting on controls at service organizations and auditing
the financial statements of entities that use service organizations to accomplish
tasks that may affect their financial statements. This guidance has now been
split into an attestation standard and an auditing standard to better reflect the
nature of the work being performed. Statement on Standards for Attestation
Engagements (SSAE) No. 16, Reporting on Controls at a Service Organization
(AICPA, Professional Standards, AT sec. 801), contains the requirements for
reporting on controls at service organizations that are relevant to user entities'
internal control over financial reporting. SSAE No. 16 is effective for service
auditor's reports for periods ending on or after June 15, 2011, and earlier implementation is permitted. A finalized clarified SAS on service organizations,
Audit Considerations Relating to an Entity Using a Service Organization, will
supersede SAS No. 70 and addresses the user auditor's responsibility for obtaining sufficient appropriate audit evidence in an audit of the financial statements of a user entity that uses one or more service organizations. This SAS
will be effective for audits of financial statements for periods ending on or after
December 15, 2012. Until the new SAS is effective, user auditors will still use
the guidance currently contained in AU section 324. SSAE No. 16 is based on
the International Auditing and Assurance Standards Board's (IAASB's) International Standard on Assurance Engagements No. 3402, Assurance Reports on
Controls at a Service Organization, and the new SAS is based on the IAASB's
International Standard on Auditing (ISA) 402, Audit Considerations Relating
to an Entity Using a Service Organization.
.96 The AICPA is in the process of overhauling and rewriting the Audit
Guide Service Organizations: Applying SAS No. 70, as Amended (commonly
known as the SAS 70 guide). Also, to address reporting on a service provider's
controls over subject matter other than financial reporting, the AICPA developed a new Audit Guide, Reporting on Controls at a Service Provider Relevant
to Security, Availability, Processing Integrity, Confidentiality, or Privacy (SOC
2). The AICPA is also in the process of drafting communication materials that
will help auditors, auditees, and users understand the three types of service
organization control (SOC) reports (formerly SAS No. 70 reports) to be used for
reporting on these engagements.
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Title

Description

SOC 1

Service Organizations—
Applying SSAE No. 16,
Reporting on Controls at
a Service Organization
(SOC 1)

To be used only in circumstances when
the service organization's services and
controls affect the internal control over
financial reporting for the entities that
use the service.

SOC 2

Reporting on Controls at
a Service Organization
Relevant to Security,
Availability, Processing
Integrity, Confidentiality,
or Privacy (SOC 2)

The purpose is to convey trust and
assurance to users of the system that
the service organization has deployed
an effective control system to
effectively mitigate operational and
compliance risks that the system may
represent to its users.

SOC 3

Trust Services Report

These reports are designed to meet the
needs of users who want assurance on
the controls at a service organization
related to security, availability,
processing integrity, confidentiality, or
privacy of a system but do not have the
need for the level of detail provided in
a SOC 2 report. These reports are
general use reports and can be freely
distributed or posted on a website as a
seal.

Accounting Issues and Developments
GASB Accounting Standards Upcoming Implementation Dates
.97 A number of GASB pronouncements issued prior to 2010 have provisions with effective dates for fiscal periods ending in 2011 and 2012. These
pronouncements and applicable implementation provisions are highlighted as
follows.

GASB Statement No. 54
.98 GASB Statement No. 54, Fund Balance Reporting and Governmental Fund Type Definitions, issued in March 2009, initially distinguishes fund
balance between amounts that are considered nonspendable, such as fund balance associated with inventories, and other amounts that are classified based
on the relative strength of the constraints that control the purposes for which
specific amounts can be spent. Beginning with the most binding constraints,
the remaining fund balance amounts should be reported in the following classifications:
Restricted. Amounts that can be spent only for the specific purposes stipulated by constitution, external resource providers, or through enabling
legislation.
Committed. Amounts that can be used only for the specific purposes determined by a formal action of the government's highest level of decisionmaking authority.
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Assigned. Amounts intended to be used by the government for specific purposes but that do not meet the criteria to be classified as restricted or
committed.
Unassigned. The residual classification for the government's general fund
that includes all amounts not contained in the other classifications.
.99 GASB Statement No. 54 also clarifies the definitions of individual
governmental fund types. It interprets certain terms within the definition of
special revenue fund types and further clarifies the debt service fund and capital
projects fund definitions. The standard also specifies how economic stabilization
or "rainy day" amounts should be reported. Only stabilization arrangements
that contain specific circumstances under which the amounts can be accessed
should be reported as restricted or committed fund balance in the general fund.
Lack of specific circumstances or detail on the nature or use of the stabilization
fund balance should result in the fund balance being reported as unassigned.
Stabilization amounts should be reported in the general fund as restricted or
committed if they meet the appropriate criteria. Only if the resources in the
stabilization arrangement derive from a restricted or committed revenue source
and can only be used for specific purposes could a stabilization arrangement be
reported as a special revenue fund.
.100 The definitions of general fund and permanent fund also are clarified
by GASB Statement No. 54. Definitions are as follows:
General fund. Should be used to account for and report all financial resources
not accounted for and reported in another fund.
Special revenue funds. Used to account for and report the proceeds of specific
revenue sources that are restricted or committed to expenditure for specified purposes other than debt service or capital projects. See paragraph 31
of GASB Statement No. 54 for additional discussion regarding the use of
special revenue funds.
Capital projects funds. Used to account for and report financial resources
that are restricted, committed, or assigned to expenditures for capital outlays, including the acquisition or construction of capital facilities and other
capital assets.
Debt service funds. Used to account for and report financial resources that
are restricted, committed, or assigned to expenditure for principal and
interest.
Permanent funds. Should be used to account for and report resources that
are restricted to the extent that only earnings, and not principal, may be
used for purposes that support the reporting government's programs (that
is, for the benefit of the government or its citizenry).
.101 For governments that use encumbrance accounting, encumbrances,
if significant, should be disclosed in the notes to the basic financial statements
in total by major funds and nonmajor funds in the aggregate in conjunction with
required disclosures about other significant commitments. They should not be
separately displayed within committed, assigned, or restricted categories.
.102 GASB Statement No. 54 is effective for financial statements for periods beginning after June 15, 2010. Earlier application is encouraged. Governments may find it necessary to begin the planning and implementation process
well in advance of the fiscal year in which this statement becomes effective to
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allow adequate time to develop and communicate an appropriate policy. Fund
balance reclassifications made to conform to GASB Statement No. 54 should
be applied retroactively by restating the fund balance for all prior periods presented.
.103 GASB Statement No. 54 will have a significant effect on fund balance
reporting by governmental entities. To facilitate transition to this new model,
auditors may consider the following discussion items with auditees:

r
r
r
r
r
r

Work with auditees to help them understand the impact of the
policy decision for spending resources and how to track spending.
Review the auditee's evaluation of fund types, especially special
revenue funds, to ensure that funds are appropriately reported
under the clarified definitions. Note that with regard to special
revenue funds, substantial restricted or committed revenue transfers in do not count.
Review the auditee's procedures for identifying and distributing
encumbrances to restricted, committed, and assigned fund balance.
Remind auditees that only the general fund can have a positive
unassigned fund balance; other governmental fund types can only
report a negative unassigned fund balance.
Evaluate the auditee's assessment and presentation of "rainy day"
funds, economic stabilization reserves, budget reserves, and similar arrangements.
Remind auditees that some assets in nonspendable form (for example, property held for resale and long-term loans or notes receivables) may need to be classified in another category if there
are restrictions on the use of the proceeds from those assets.

.104 Auditors who assist auditees with the preparation of financial statements should have heightened awareness to the need for management to understand this standard and be able to take responsibility for any changes or
reclassifications required by this standard to alleviate auditor independence
issues.

GASB Statement No. 57
.105 Issued in December 2009, GASB Statement No. 57, OPEB Measurements by Agent Employers and Agent Multiple-Employer Plans, addresses
issues related to the use of the alternative measurement method and the frequency and timing of measurements by employers that participate in agent
multiple-employer OPEB plans (that is, agent employers).
.106 This statement amends GASB Statement No. 45 to permit an agent
employer that has an individual-employer OPEB plan with fewer than 100
total plan members to use the alternative measurement method at its option, regardless of the number of total plan members in the agent multipleemployer OPEB plan in which it participates. Consistent with this change
to the employer-reporting requirements, this statement also amends a GASB
Statement No. 43, requirement that a defined benefit OPEB plan obtain an
actuarial valuation. The amendment permits the requirement to be satisfied for an agent multiple-employer OPEB plan by reporting an aggregation
of results of actuarial valuations of the individual-employer OPEB plans or

ARA-SLG .103

P1: irk
ACPA194-01

aicpa-aag.cls

June 3, 2011

15:46

29

State and Local Governmental Developments—2011

measurements resulting from the use of the alternative measurement method
for eligible individual-employer OPEB plans.
.107 In addition, GASB Statement No. 57 clarifies that when actuariallydetermined OPEB measures are reported by an agent multiple-employer OPEB
plan and its participating employers, those measures should be determined as
of a common date and at a minimum frequency to satisfy the agent multipleemployer OPEB plan's financial reporting requirements.
.108 The provisions related to the use and reporting of the alternative
measurement method are effective upon issuance. The provisions related to
the frequency and timing of measurements are effective for actuarial valuations first used to report funded status information in OPEB plan financial
statements for periods beginning after June 15, 2011.

Recently Issued GASB Pronouncements and Related Guidance
.109 The following summaries are for informational purposes only and
should not be relied upon as a substitute for a complete reading of the applicable standard. The Audit Risk Alert General Accounting and Auditing
Developments—2010/11 (product no. 0223310) and other AICPA industryspecific alerts also contain summaries of recent nongovernmental accounting
pronouncements that may not be discussed here. To obtain copies of AICPA
literature, call 888.777.7077 or visit www.cpa2biz.com

GASB Statement No. 62
.110 GASB Statement No. 62, Codification of Accounting and Financial
Reporting Guidance Contained in Pre-November 30, 1989 FASB and AICPA
Pronouncements, issued December 2010, incorporates guidance that previously
could only be found in certain FASB and AICPA pronouncements (collectively
referred to as the FASB and AICPA pronouncements in GASB Statement No.
62). In addition, GASB Statement No. 62 supersedes GASB Statement No.
20, Accounting and Financial Reporting for Proprietary Funds and Other Governmental Entities That Use Proprietary Fund Accounting, as amended, and
amends or supersedes various other GASB and National Council on Governmental Accounting (NCGA) standards and interpretations. The specific paragraphs and footnotes of the various GASB and NCGA standards and interpretations that are amended or superseded upon the effective date of GASB
Statement No. 62 are identified in paragraph 4 of GASB Statement No. 62.
.111 GASB Statement No. 62 incorporates into GASB's authoritative literature the applicable guidance previously presented in the following pronouncements issued November 30, 1989, and prior:

r
r
r

FASB Statements and Interpretations
Accounting Principles Board Opinions
Accounting Research Bulletins of the AICPA's Committee on Accounting Procedure

.112 Certain FASB and AICPA pronouncements were excluded from
GASB Statement No. 62 because GASB believes these pronouncements either
conflict with or contradict GASB pronouncements or because they rarely apply
to state and local governments.
.113 Paragraph 515 of GASB Statement No. 62 states that this statement
generally is not intended to establish new financial reporting requirements or
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modify existing requirements; rather, it incorporates into the GASB literature
FASB and AICPA accounting and reporting guidance applicable to state and
local governments.
.114 Generally, GASB Statement No. 62 will affect state and local governments as follows:

r
r
r
r

FASB and AICPA pronouncements issued on or before November
30, 1989, that are not addressed in the standard section of GASB
Statement No. 62 become other accounting literature in the hierarchy of GAAP for state and local governments, unless those
standards conflict with or contradict GASB standards.
The election in paragraph 7 of GASB Statement No. 20, as
amended, allowing enterprise funds and business-type activities
to apply post-November 30, 1989, FASB Statements and Interpretations that do not conflict with or contradict GASB pronouncements is eliminated.
Post-November 30, 1989, FASB and AICPA pronouncements that
do not conflict with or contradict GASB pronouncements can continue to be applied as other accounting literature.
The chart found at www.gasb.org/jsp/GASB/Page/GASBSection
Page&cid=1175804837176, which provides nonauthoritative
guidance regarding the applicability of post-November 30, 1989,
FASB standards to enterprise funds and business-type activities
that apply paragraph 7 of GASB Statement No. 20, will be superseded upon the effective date of GASB Statement No. 62.

.115 GASB received several comments during the due process of this
statement voicing concerns over the elimination of the election by an enterprise
fund to apply all FASB Statements and Interpretations issued after November
30, 1989. It should be noted that GASB addressed this concern in paragraphs
544–551 of GASB Statement No. 62. Since issuing GASB Statement No. 20,
GASB has either issued standards or has on its current agenda or research
projects guidance on accounting for defined benefit plans, derivatives, fair value
measurement, alternative investments, and asset retirement obligations—thus
eliminating the need for the paragraph 7 election.
.116 Prior to the issuance of GASB Statement No. 62, a number of individual GASB pronouncements made certain AICPA and FASB pronouncements
specifically applicable to governmental entities. For example, GASB Statement No. 34, Basic Financial Statements—and Management's Discussion and
Analysis—for State and Local Governments, requires the application of certain
pronouncements of FASB and its predecessor standard-setting organizations
issued on or before November 30, 1989, and permits the application of later
FASB pronouncements in certain situations.
.117 Governments that elect to apply the provisions of GASB Statement
No. 62 prior to the effective date will need to remove general and specific
references to FASB and AICPA pronouncements issued on or before November
30, 1989, from the financial statements and notes thereto.
.118 GASB Statement No. 62 is effective for periods beginning after December 15, 2011, with earlier application encouraged.

ARA-SLG .114

P1: irk
ACPA194-01

aicpa-aag.cls

June 3, 2011

15:46

31

State and Local Governmental Developments—2011

GASB Statement No. 61
.119 In December 2010, GASB issued GASB Statement No. 61, The Financial Reporting Entity: Omnibus—an amendment of GASB Statements No. 14
and No. 34. GASB Statement No. 61 is designed to improve financial reporting
for governmental entities by amending the requirements of GASB Statement
Nos. 14, The Financial Reporting Entity, and 34 to better meet user needs and
address reporting entity issues that have come to light since those statements
were issued in 1991 and 1999, respectively.
.120 The goal of this statement is to improve the information presented
about the financial reporting entity, which comprises a primary government
and related entities known as component units. The amendments to the criteria
for including component units allow users of financial statements to better
assess the accountability of elected officials of the primary government by
ensuring that the financial reporting entity includes only organizations for
which the elected officials are financially accountable or that the government
determines would be misleading to exclude.
.121 In addition, the statement amends the criteria for blending (that is,
reporting component units as if they were part of the primary government) in
certain circumstances. The amendments to the criteria for blending will help
ensure that the primary government includes only those component units that
are so intertwined with the primary government that they are essentially the
same as the primary government, and the amendments clarify which component units have that characteristic.
.122 For primary governments that are business-type activities reporting
in a single column (for example, a state university), the new guidance provides
that a component unit may be blended by consolidating its financial statement
data within the single column of the primary government and disclosing condensed combining information in the notes to the financial statements, which
will allow users to better distinguish between the primary government and its
component units.
.123 Lastly, the new requirements for reporting equity interests in component units help ensure that the primary government's financial statements
do not understate the financial position and provide for more a consistent and
understandable display of those equity interests.
.124 The requirements of GASB Statement No. 61 are effective for financial statements for periods beginning after June 15, 2012. Earlier application
is encouraged.

GASB Statement No. 60
.125 In December 2010, GASB issued GASB Statement No. 60, Accounting
and Financial Reporting for Service Concession Arrangements. GASB Statement No. 60 addresses how to account for and report SCAs, a type of publicprivate or public-public partnership that state and local governments are increasingly entering into.
.126 Common examples of SCAs include long-term arrangements in which
a government, referred to as the transferor, engages a company or another
government, referred to as the operator, to operate a major capital asset—such
as toll roads, hospitals, and student housing—in return for the right to collect
fees from users of the capital asset. In these SCAs, the operator generally makes
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a large up-front payment to the transferor. Alternatively, the operator may
build a new capital asset for the transferor and operate it on the transferor's
behalf.
.127 GASB Statement No. 60 provides guidance for the transferor government on reporting the capital assets; recognizing up-front payments from an
operator (generally, first as deferred inflows of resources and then as revenue);
and recording any obligations that constitute liabilities of the transferor to
the operator. The statement also provides guidance for governments that are
operators in an SCA.
.128 The goal of this statement is to improve financial reporting by establishing recognition, measurement, and disclosure requirements for SCAs
for both transferors and governmental operators. It requires governments to
account for and report SCAs in the same manner, which improves the comparability of financial statements. In addition, it is designed to alleviate the
confusion that can arise when determining what guidance should be applied
in complex circumstances, which previously was not specifically addressed in
GASB literature.
.129 This statement is effective for financial statements for periods beginning after December 15, 2011. In general, its provisions are required to be
applied retroactively for all periods presented.

GASB Statement No. 59
.130 In June 2010, GASB issued GASB Statement No. 59, Financial Instruments Omnibus. The purpose of this statement is to update and improve
existing standards regarding the financial reporting of certain financial instruments and external investment pools.
.131 GASB Statement No. 59 includes the following guidance:

r
r
r

Emphasizes the applicability of SEC requirements to certain external investment pools known as 2a7-like pools to provide users
with more consistent information on qualifying pools
Addresses the applicability of GASB Statement No. 53 to certain
financial instruments to clarify which financial instruments are
within the scope of that pronouncement and to provide greater
consistency in financial reporting
Applies the reporting provisions for interest-earning investment
contracts of GASB Statement No. 31, Accounting and Financial
Reporting for Certain Investments and for External Investment
Pools, to unallocated insurance contracts to improve the consistency of reporting by pension and OPEB plans.

.132 This statement is effective for financial statements prepared by state
and local governments for periods beginning after June 15, 2010, with earlier
application encouraged.

GAAP for State and Local Governments
.133 GASB Statement No. 55, The Hierarchy of Generally Accepted Accounting Principles for State and Local Governments, defines the sources of
accounting principles used in the preparation of financial statements of state
and local governmental entities that are presented in conformity with GAAP
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and the framework for selecting those principles. GASB Statement No. 55
identifies the sources of GAAP, in descending order of authority, as follows:
a. Officially established accounting principles—GASB Statements
and Interpretations
b. GASB Technical Bulletins and, if specifically made applicable to
state and local governmental entities by the AICPA and cleared
by GASB, AICPA Audit and Accounting Guides and AICPA Statements of Position
c. AICPA Practice Bulletins if specifically made applicable to state
and local governmental entities and cleared by GASB, as well as
consensus positions of a group of accountants organized by GASB
that attempts to reach consensus positions on accounting issues
applicable to state and local governmental entities
d. Implementation guides (questions and answers) published by the
GASB staff, as well as practices that are widely recognized and
prevalent in state and local government
.134 Under GASB Statement No. 55, if the accounting treatment for a
transaction or other event is not specified by a pronouncement in category (a),
a governmental entity should consider whether the accounting treatment is
specified by an accounting principle from a source in another category. In such
cases, if categories (b)–(d) contain accounting principles that specify accounting
treatments for a transaction or other event, the governmental entity should
follow the accounting treatment specified by the accounting principle from the
source in the highest category (follow category [b] treatment over category [c]
treatment).
.135 Prior to the statement, the GAAP hierarchy was set forth in SAS
No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles, rather than the authoritative accounting literature of
GASB. In August 2009, the ASB voted to withdraw SAS No. 69, as amended,
from the auditing literature for nonissuers. GASB Statement No. 55 moves
relevant portions of that SAS to GASB literature without substantive changes.
GASB does not anticipate that this statement will result in a change in current
practice. GASB Statement No. 55 became effective upon issuance.

Recent Pronouncements
.136 AICPA auditing and attestation standards are applicable only to audits and attestation engagements of nonissuers. The Public Company Accounting Oversight Board (PCAOB) establishes auditing and attestation standards
for audits of issuers. For information on pronouncements issued subsequent to
the writing of this alert, please refer to the AICPA website at www.aicpa.org,
the GASB website at www.gasb.org, the FASB website at www.fasb.org,
and the PCAOB website at www.pcaob.org. You also may look for announcements of newly issued accounting standards in the CPA Letter and the Journal
of Accountancy.

Recent Auditing and Attestation Pronouncements
and Related Guidance
.137 The following table presents a list of recently issued audit and attestation pronouncements and related guidance.
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Recent Auditing and Attestation Pronouncements and Related
Guidance
Statement on Auditing
Standards (SAS) No. 121,
Revised Applicability of
Statement on Auditing
Standards No. 100, Interim
Financial Information
(AICPA, Professional
Standards, AU sec. 722
par. .05)
Issue Date: February 2011
(Applicable to audits
conducted in accordance with
generally accepted auditing
standards [GAAS])
SAS No. 120, Required
Supplementary Information
(AICPA, Professional
Standards, AU sec. 558)
Issue Date: February 2010
(Applicable to audits
conducted in accordance with
GAAS)

SAS No. 119, Supplementary
Information in Relation to the
Financial Statements as a
Whole (AICPA, Professional
Standards, AU sec. 551)
Issue Date: February 2010
(Applicable to audits
conducted in accordance with
GAAS)

ARA-SLG .137

This standard further amends SAS No. 100 by
amending paragraph .05 of AU section 722
such that AU section 722 would be applicable
when the accountant audited the entity's latest
annual financial statements and the
appointment of another accountant to audit the
current year financial statements is not
effective prior to the beginning of the period
covered by the review. SAS No. 121 is effective
for interim reviews of interim financial
information for periods beginning after
December 15, 2011. Early application is
permitted.

This standard addresses the auditor's
responsibility with respect to information that
a designated accounting standard setter
requires to accompany an entity's basic
financial statements. In the absence of any
separate requirement in the particular
circumstances of the engagement, the auditor's
opinion on the basic financial statements does
not cover required supplementary information.
It also supersedes AU section 558A, Required
Supplementary Information (AICPA,
Professional Standards). This SAS is effective
for periods beginning on or after December 15,
2010. Early application is permitted.
This SAS addresses the auditor's responsibility
when engaged to report on whether
supplementary information is fairly stated, in
all material respects, in relation to the financial
statements as a whole. The information covered
by this SAS is presented outside the basic
financial statements and is not considered
necessary for the financial statements to be
fairly presented in accordance with the
applicable financial reporting framework.
Along with SAS No. 118, Other Information in
Documents Containing Audited Financial
Statements (AICPA, Professional Standards,
AU sec. 550), this SAS also supersedes AU
section 551A, Reporting on Information
Accompanying the Basic Financial Statements
in Auditor-Submitted Documents (AICPA,
Professional Standards). This SAS is effective
for periods beginning on or after December 15,
2010. Early application is permitted.
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Recent Auditing and Attestation Pronouncements and Related
Guidance—continued
SAS No. 118
Issue Date: February 2010
(Applicable to audits
conducted in accordance with
GAAS)

This SAS addresses the auditor's responsibility
in relation to other information in documents
containing audited financial statements and
the auditor's report thereon. In the absence of
any separate requirement in the particular
circumstances of the engagement, the auditor's
opinion on the financial statements does not
cover other information, and the auditor has no
responsibility for determining whether such
information is properly stated. This SAS
establishes the requirement for the auditor to
read the other information of which the auditor
is aware because the credibility of the audited
financial statements may be undermined by
material inconsistencies between the audited
financial statements and other information.
This SAS supersedes AU section 550A, Other
Information in Documents Containing Audited
Financial Statements (AICPA, Professional
Standards), and along with SAS No. 119,
supersedes AU section 551A. This SAS is
effective for periods beginning on or after
December 15, 2010. Early application is
permitted.

Recent Accounting Standards, Pronouncements,
and Related Guidance
.138 The following table presents a list of recently issued accounting standards, pronouncements, and related guidance.
Recent Accounting Standards, Pronouncements, and Related
Guidance
Governmental
Accounting Standards
Board (GASB)
Statement No. 62
(December 2010)

Codification of Accounting and Financial Reporting
Guidance Contained in Pre-November 30, 1989
FASB and AICPA Pronouncements

GASB Statement No. 61 The Financial Reporting Entity: Omnibus—an
amendment of GASB Statements No. 14 and No. 34
(December 2010)
GASB Statement No. 60 Accounting and Financial Reporting for Service
Concession Arrangements
(December 2010)
GASB Statement No. 59 Financial Instruments Omnibus
(June 2010)
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Recently Issued Technical Questions and Answers
.139 The following table presents a list of nonauthoritative audit and
attest technical questions and answers recently issued by the AICPA. Recently
issued questions and answers can be accessed at www.aicpa.org/InterestAreas/
AccountingAndAuditing/Resources/Pages/RecentlyIssuedTechnicalQuestions
andAnswers.aspx.
Recently Issued Technical Questions and Answers
(AICPA, Technical Practice Aids)
Audit and Attest
Technical Questions and
Answers (TIS) section
9110.17
(July 2010)

"Application of Financial Accounting Standards
Board (FASB) Accounting Standards
Codification (ASC) 740-10 (previously, FASB
Interpretation No. 48, Accounting for
Uncertainty in Income Taxes), to Other
Comprehensive Basis of Accounting (OCBOA)
Financial Statements—Recognition and
Measurement Provisions"

TIS section 1400.33

"Combining Financial Statements Prepared in
Accordance With the Income Tax Basis of
Accounting"

(July 2010)
TIS section 1800.06
(July 2010)

"Applicability of Fair Value Disclosure
Requirements in FASB ASC 820 to Financial
Statements Prepared in Conformity With a
Comprehensive Basis of Accounting Other
Than GAAP"

TIS section 8700.03

"Auditor's Responsibilities for Subsequent
Events Relative to a Conduit Debt Obligor"

(June 2010)
TIS section 9110.16
(February 2010)

"Example Reports on Federal Deposit Insurance
Corporation Loss Sharing Purchase and
Assumption Transactions"

Recent AICPA Independence and Ethics Developments
.140 The Audit Risk Alert Independence and Ethics Developments—
2010/11 (product no. 0224710) contains a complete update on new independence and ethics pronouncements. This alert will heighten your awareness of
independence and ethics matters likely to affect your practice. Obtain this alert
by calling the AICPA at 888.777.7077 or visiting www.cpa2biz.com.

Establishing and Maintaining Internal Control
.141 One of the Professional Ethics Executive Committee's (PEEC's) current projects deals with a possible inconsistency within Interpretation No. 1013, "Performance of nonattest services," under Rule 101, Independence (AICPA,
Professional Standards, ET sec. 101 par. .05). Interpretation No. 101-3 provides
examples of general activities that would impair a member's independence, including establishing or maintaining internal controls, including performing
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ongoing monitoring activities for a client. PEEC recognizes that some practitioners perceive an inconsistency in Interpretation No. 101-3 because certain
bookkeeping services and other nonattest services that are permitted under
Interpretation No. 101-3 could be viewed as maintaining internal control for
the client.
.142 To address the possible inconsistency in Interpretation No. 101-3,
PEEC is considering possible clarifying revisions to Interpretation No. 1013. The revisions would provide more descriptive language about management
responsibilities, which should help members better distinguish between permissible and prohibited nonattest services. Readers are encouraged to monitor
the progress of this project.
.143 PEEC meeting information, including meeting agendas, discussion
materials, and minutes of prior meetings can be found at www.aicpa.org/
InterestAreas/ProfessionalEthics/Community/MeetingMinutesandAgendas/
Pages/MeetingInfo.aspx.
.144 Exposure drafts issued by PEEC can be found at www.aicpa.org/
InterestAreas/ProfessionalEthics/Community/ExposureDrafts/Pages/Exposure
Drafts.aspx.

On the Horizon
.145 Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. The following sections present brief information about some ongoing projects that have
particular significance to state and local governments or that may result in
significant changes. Remember that exposure drafts are nonauthoritative and
cannot be used as a basis for changing existing standards.
.146 The following table lists the various standard-setting bodies' websites
through which information may be obtained on outstanding exposure drafts,
including downloading exposure drafts. These websites contain in-depth information about proposed standards and other projects in the pipeline. Many
more accounting and auditing projects exist in addition to those discussed here.
Readers should refer to information provided by the various standard-setting
bodies for further information.
Standard-Setting Body

Website

AICPA Auditing Standards
Board

www.aicpa.org/InterestAreas/AccountingAnd
Auditing/Community/AuditingStandards
Board/Pages/ASB.aspx

Financial Accounting
Standards Board

www.fasb.org

Governmental Accounting
Standards Board

www.gasb.org

Professional Ethics
Executive Committee

www.aicpa.org/InterestAreas/Professional
Ethics/Pages/ProfessionalEthics.aspx

Securities and Exchange
Commission

www.sec.gov
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Overhaul Project—AICPA Audit and Accounting Guide
Health Care Entities
.147 The AICPA is continuing to make progress overhauling the AICPA
Audit and Accounting Guide Health Care Entities, addressing numerous accounting, auditing, industry, and regulatory issues that have transpired since
this guide was originally issued in 1996. The accounting guidance for governmental health care entities is included and has been cleared by GASB.
A working draft of the accounting sections of the new guide was issued for
a 60-day comment period in April 2011. The working draft can be found
at www.aicpa.org/InterestAreas/AccountingAndAuditing/Resources/AcctgFin
Rptg/AcctgFinRptgGuidance/Pages/AFGuidance.aspx. Readers should be alert
for the issuance of the new guide near the end of 2011.

Overhaul Project—AICPA Audit and Accounting Guide Gaming
.148 The AICPA will be issuing the overhauled AICPA Audit and Accounting Guide Gaming, which replaces the 2006 edition of the AICPA Audit and
Accounting Guide Casinos. This new guide addresses numerous accounting,
auditing, industry, and regulatory issues that have transpired in this industry. The accounting guidance for certain tribal government entities is included
and has been cleared by GASB. Readers should be alert for the issuance of the
new guide in July 2011.

Auditing and Attestation Pipeline—Nonissuers
ASB Clarity Project
.149 In response to growing concerns about the complexity of standards,
the ASB has commenced a large-scale clarity project to revise all existing auditing standards, so they are easier to read and understand. Over the last few
years, the ASB has been redrafting all of the existing auditing sections contained in the Codification of Statements on Auditing Standards (AU sections of
the AICPA's Professional Standards) to apply the clarity drafting conventions
and converge with the ISAs issued by the IAASB. The majority of the clarified
standards will be issued in a single SAS codified as AU sections, with each section assigned a section number and title. When the new SAS becomes effective,
the SASs issued prior to SAS No. 117, Compliance Audits (AICPA, Professional
Standards, AU sec. 801), will be superseded. The ASB proposes that most redrafted standards become effective at the same time and is working toward
completing the project in the second half of 2011. Two possible exceptions to
that time frame include the clarity redrafts of AU sections 341 and 322, The
Auditor's Consideration of the Internal Audit Function in an Audit of Financial
Statements (AICPA, Professional Standards).
.150 In May 2010, the expected effective date of the clarified standards
was revised to be applicable for audits of financial statements for periods
ending on or after December 15, 2012. The standards recently issued in
clarified format (SAS Nos. 117–121) have different effective dates. The ASB
believes that having a single effective date for most of the clarified standards
will ease the transition to, and implementation of, the redrafted standards. The
effective date will be long enough after all redrafted statements are finalized
to allow sufficient time for training and updating of firm audit methodologies.
This expected date depends on satisfactory progress being made and will be
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amended, if necessary. Further, early adoption of the new SAS will not be appropriate. The SAS that will encompass all clarified AU sections will be issued
with the next consecutive number that is available. See the explanatory memorandum "Clarification and Convergence," the discussion paper Improving
the Clarity of ASB Standards, and Clarity Project: Questions and Answers at
www.aicpa.org/InterestAreas/AccountingAndAuditing/Resources/AudAttest/
AudAttestStndrds/ASBClarity/Pages/ImprovingClarityASBStandards.aspx.
All clarified SASs that have been finalized by the ASB but are not yet issued
as authoritative can be found at www.aicpa.org/InterestAreas/AccountingAnd
Auditing/Resources/AudAttest/AudAttestStndrds/ASBClarity/Pages/Final%20
Clarified%20Statements%20on%20Auditing%20Standards.aspx.

Group Audits
.151 The State and Local Government Expert Panel is specifically reviewing the clarified SAS Special Considerations—Audits of Group Financial
Statements (Including the Work of Component Auditors), given the structure of
governments and the prevalence of other auditors' involvement in the audits
of component units. The focus of this clarified SAS is how to conduct an effective audit of group financial statements and is significantly broader in scope
that AU section 543, Part of Audit Performed by Other Independent Auditors
(AICPA, Professional Standards). The AICPA is developing an Audit Risk Alert
to address this particular SAS and assist auditors in implementing it upon its
effective date (concurrent with the other clarity standards). Auditors should
be aware of this clarified SAS and begin to determine how it may impact their
engagements.

Compilation and Review Engagements
.152 The AICPA developed a new guide, Compilation and Review Engagements, which will provide additional information on implementing Statement
on Standards for Accounting and Review Services No. 19, Compilation and
Review Engagements (AICPA, Professional Standards). It also includes illustrative engagement and representation letters, sample compilation and review
reports (including state and local government examples), detailed illustrations,
and case studies. See www.cpa2biz.com and enter product code 0128110 for further information.

Accounting Pipeline
Current GASB Projects
.153 GASB currently has a variety of projects in process. Some of these
projects are as follows:

r

Derivative Instruments: Application of Hedge Accounting Termination Provisions—an amendment of GASB Statement No. 53.
This proposed statement addresses the situation when governments have entered into interest rate swap agreements and commodity swap agreements in which the swap counterparty or the
swap counterparty's credit support provider commits or experiences either an act of default or a termination event, as both are
described in the swap agreement. The objective of this project is
to improve financial reporting for state and local governments by
clarifying what constitutes a termination event for accounting and
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financial reporting purposes. The comment period on the exposure
draft of the proposed standard ended on April 15, 2011.
Financial Reporting of Deferred Outflows of Resources, Deferred
Inflows of Resources, and Net Position. The objective of this proposed statement is to provide guidance for reporting deferred outflows of resources, deferred inflows of resources, and net position
in a statement of financial position. The comment period on the
exposure draft of the proposed standard ended February 25, 2011.
Postemployment Benefit Accounting and Financial Reporting.
GASB will consider the possibility of improvements to the existing
standards of accounting and financial reporting for postemployment benefits, including pension benefits and OPEB, by state and
local governmental employers and trustees, administrators, or
sponsors of pension or OPEB plans. One objective of this project
is to improve the accountability and transparency of financial
reporting in regard to the financial effects of employers' commitments and actions related to pension benefits and OPEB. This
objective would include improving the information provided to
help financial report users assess the degree to which interperiod
equity has been achieved. The other objective of this project is to
improve the usefulness of information for decisions or judgments
of relevance to the various users of the general-purpose external financial reports of governmental employers and pension or
OPEB plans. GASB currently is focusing on issues specifically related to pension accounting and financial reporting. An exposure
draft document is expected to be issued for public comment in
mid-2011.
Deferred Inflows and Outflows of Resources: Omnibus. The objectives of this project are (a) to identify, in the existing authoritative
literature, requirements to recognize balances that may appear to
meet the definitions of deferred outflows of resources or deferred
inflows of resources in GASB Concepts Statement No. 4, Elements
of Financial Statements, and (b) to determine whether those balances should continue to be recognized as assets or liabilities or
reclassified for financial reporting purposes as deferred outflows
of resources or deferred inflows of resources, respectively. An exposure draft document is expected to be issued for public comment
in mid-2011.
Conceptual Framework—Recognition and Measurement Attributes. The objectives of this project are (a) to develop recognition criteria for whether information should be reported in state
and local governmental financial statements and when that information should be reported and (b) to consider the measurement
attribute(s) (for example, historical cost or fair value) that conceptually should be used in governmental financial statements.
This project ultimately will lead to a GASB Concepts Statement.
A preliminary views document is expected to be issued for public
comment in mid-2011.
Economic Condition Reporting: Fiscal Sustainability. The objectives of this project are to identify the information that users
require to assess a government's economic condition, to compare
these needs with the information that users receive under current
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standards, and to consider whether guidance should be considered
for the remaining information. The principal focus of the project
is to consider whether any additional, useful information for assessing a government's economic condition should be required or
encouraged for inclusion in a government's financial report. In
light of the growing national concern with fiscal sustainability,
the project will consider how these concerns relate to the economic
condition. Along those lines, this project includes consideration of
the information necessary for users to assess the risks associated
with a government's intergovernmental financial dependencies. A
due process document is expected to be issued for public comment
in late 2011.
.154 Readers should be alert for the issuance of due process documents.
More information about these and other GASB projects can be found at
www.gasb.org/project pages/index.html.

Comprehensive Implementation Guide Update
.155 Annually, GASB publishes the annual update to its Comprehensive
Implementation Guide. The Comprehensive Implementation Guide consolidates
and updates previously issued guides for subsequently issued standards and
provides current guidance on standards for which no stand-alone guides have
been published.
.156 In December 2010, GASB published a midyear supplement to its
Comprehensive Implementation Guide. The midyear supplement was developed to address questions and answers regarding life insurance reported as
investments, credit risk disclosures, and derivative instruments. The midyear
supplement also provides additional derivative instrument illustrations.

Help Desk: The Comprehensive Implementation Guide can be ordered
through GASB's order department at 800.748.0659 or via its website
at www.gasb.org.

Resource Central
.157 The following are various resources that practitioners engaged in the
state and local government environment may find beneficial.

Publications
.158 Practitioners may find the following publications useful. Choose the
format best for you—online or print.

r
r
r

Audit and Accounting Guide State and Local Governments (2011)
(product no. 0126611 [paperback] or WGG-XX [online with the
associated Audit Risk Alert)
Audit and Accounting Guide Gaming (2011) (product no. 0127111
[paperback]
Audit and Accounting Guide Health Care Entities (2010) (product
no. 0126110 [paperback] or WHC-XX [online with the associated
Audit Risk Alert])
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Audit and Accounting Guide Government Auditing Standards and
Circular A-133 Audits (2011) (product no. 0127411 [paperback] or
WRF-XX [online with the associated Audit Risk Alert])
Audit Guide Analytical Procedures (2008) (product no. 012558
[paperback] or WAN-XX [online])
Audit Guide Assessing and Responding to Audit Risk in a Financial Statement Audit (2009) (product no. 012459 [paperback] or
WRA-XX [online])
Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (2010) (product no. 0125210 [paperback] or WDI-XX [online])
Guide Compilation and Review Engagements (2010) (product no.
0128110 [paperback] or WRC-XX [online])
Audit Guide Audit Sampling (2008) (product no. 012538 [paperback] or WAS-XX [online])
Compilation and Review Alert Compilation and Review
Developments—2010/11 (product no. 0223010 [paperback])
Audit Risk Alert General Accounting and Auditing
Developments—2010/11 (product no. 0223310 [paperback]
or WGE-XX [online])
Audit Risk Alert Independence and Ethics Developments—
2010/11 (product no. 0224710 [paperback] or WIA-XX [online])
Audit Risk Alert Employee Benefit Plans Industry Developments—
2011 (product no. 0224111 [paperback])
Checklists and Illustrative Financial Statements State and Local Governments (product no. 0090311 [paperback] or WSG-CL
[online])
Accounting Trends & Techniques, 64th Edition (product no.
0099010 [paperback] or WAT-XX [online])
IFRS Accounting Trends & Techniques (product no. 0099110 [paperback] or WIF-XX [online])
Audit and Accounting Manual (2010) (product no. 0051310 [paperback], WAM-XX [online], or AAM-XX [loose leaf])
Audit and Accounting Practice Aid Independence Compliance:
Checklists and Tools for Complying With AICPA and GAO Independence Requirements (product no. 006661 [paperback])
Audit and Accounting Practice Aid Applying OCBOA in State and
Local Governmental Financial Statements (product no. 006614
[paperback])
Guide to Fraud in Governmental and Not-for-Profit Environments,
Revised Edition (product no. 091032 [paperback])

AICPA Online Professional Library: Accounting and
Auditing Literature
.159 The AICPA has created your core accounting and auditing library
online. The AICPA Online Professional Library is now customizable to suit
your preferences or your firm's needs. Or, you can sign up for access to the entire library. Get access—anytime, anywhere—to FASB Accounting Standards
Codification™; the AICPA's latest Professional Standards, Technical Practice
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Aids, Audit and Accounting Guides, Audit Risk Alerts, Accounting Trends &
Techniques; and more. To subscribe to this essential online service for accounting professionals, visit www.cpa2biz.com.

AICPA Audit Committee Toolkit for Government Entities
.160 Taxpayers and citizens of governmental entities expect a government to be publicly accountable for the services it provides and how it utilizes
its resources to provide those services. An audit committee has the opportunity
to assist the governing body with fiscal accountability demonstrated through
strong internal controls, budgetary and other legal compliance, accurate and
timely financial reporting, sound business practices, and a culture of strong
moral and ethical behavior. More specifically, an audit committee of a government organization can help the government achieve the following:

r
r

r

Improve financial practices and reporting. An audit committee
can meet periodically with the government's chief executive and
financial officers to review, monitor, and direct activities and results related to the government's maintenance of internal controls
and preparation of financial reports.
Enhance the internal audit function. When an internal audit team
reports directly to the audit committee, the internal audit team
can provide information to the audit committee about whether the
government is meeting its financial and compliance responsibilities and recommend changes in practices and internal controls
when necessary.
Enhance the external audit function. An audit committee can meet
with the external auditors to get independent observations about
management's efforts to maintain strong internal controls, appropriate financial reporting, and sound business practices.

.161 For governments interested in establishing or enhancing an audit
committee, the AICPA Audit Committee Toolkit: Government Organizations
(toolkit) provides valuable information and tools that will help a governing body
and its officials create an effective audit committee function to help improve
fiscal accountability.
.162 These tools inform and educate audit committees about changes in
government reporting standards and the government environment as a whole.
For governments that already have an audit committee, the toolkit may improve the efficiency and effectiveness of the audit committee. In either situation, the toolkit's easy-to-use set of checklists, questionnaires, and other useful
information can make the audit committee's job easier to accomplish. The goal
of the toolkit is to assist government audit committees in taking a much greater
role in providing information to the governing body and assisting it with meeting its fiduciary responsibilities. The audit committee tools are available at
www.cpa2biz.com.

Continuing Professional Education
.163 The AICPA offers a number of continuing professional education
(CPE) courses that are valuable to CPAs working in public practice and industry, including the following:

r

AICPA's Annual Accounting and Auditing Update Workshop
(2010–2011 Edition) (product no. 730096 [text] or 180096 [DVD]).
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r
r

Whether you are in industry or public practice, this course keeps
you current and informed and shows you how to apply the most
recent standards.
Internal Control Essentials for Financial Managers, Accountants
and Auditors (product no. 731856 [text], 181856 [DVD/Manual],
or 351856 [Additional Manual for DVD]). This course will provide
you with a solid understanding of systems and control documentation at the significant process level.
Internal Control Deficiencies: Assessment and Reporting Under
SAS No. 115 (product no. 733294 [text]). This course focuses on
compliance with the standard's requirements by examining each
stage of the decision-making framework by using numerous illustrations and practice exercises. The course also applies to managers of nonpublic companies to enable them to decide whether a
control deficiency exists and how to correct it.

.164 Among the many courses, the following are specifically related to
state and local governments:

r
r

r
r
r
r
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Foundations in Governmental Accounting (product no. 731647).
This course features the fundamental tenets of governmental accounting and reporting in the post-GASB Statement No. 34 environment. Learn more than the buzz words—learn the underlying
concepts and how they are applied.
Governmental Accounting and Auditing Update (2010/2011 Edition) (product no. 736480 [text] or 186486 [DVD]). This timely,
up-to-the-minute course is designed to provide you with a comprehensive understanding of new developments, so you can provide
better services to both clients and the public. For 2010–11, the
course includes coverage of new GASB pronouncements; recent
Yellow Book and OMB Circular A-133 developments; AICPA pronouncements related to communicating internal control related
matters identified in an audit, compliance auditing, and required
supplementary information; and more.
Governmental Accounting and Reporting: Putting It All Together
(product no. 732805). This course goes deep into the accounting
and reporting issues for state and local governments. Learn how to
navigate the complexities of government accounting and reporting
in the post-GASB Statement No. 34 environment.
Audits of HUD-Assisted Projects (product no. 730931). Gain indepth, hands-on information regarding the Department of Housing and Urban Development organization, programs, policies, and
procedures. Review the professional standards affecting specific
federal programs.
Frequent Frauds Found in Governments and Not-For-Profits
(product no. 733313). Through an informative case study approach, this course illustrates common frauds that make headlines and damage the reputations of government and not-forprofits.
InSight: Single Audit Fundamentals On-Demand Series (product
no. 154260). Provides background and information on audits performed under OMB Circular A-133. The training is designed as
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an introduction to certain single audit topics and tools that an
auditor will need to function as a staff member on a single audit
engagement.
.165 Visit www.cpa2biz.com for a complete list of CPE courses.

Online CPE
.166 AICPA CPExpress, offered exclusively through CPA2Biz, is the
AICPA's flagship online learning product. AICPA members pay $180 for a
new subscription and $149 for the annual renewal. Nonmembers pay $435 for
a new subscription and $375 for the annual renewal. Divided into 1-credit and
2-credit courses that are available 24 hours a day, 7 days a week, AICPA CPExpress offers hundreds of hours of learning in a wide variety of topics. Some
topics of special interest to auditors of state and local governments include the
following:

r
r
r
r
r

Government Accounting and Reporting: Preparing the Government-Wide Financial Statements
Fraud in Exempt Organizations: The Governmental and Not-forProfit Environments
Yellow Book: Ethical Principles and General Standards
2010 Annual Update: Government & NPO: GASB Activities
Governmental and NPO Workpaper Techniques: Overall Approach

.167 To register or learn more, visit www.cpa2biz.com.

Webcasts
.168 Stay plugged in to what is happening and earn CPE credit right from
your desktop. AICPA webcasts are high quality, two-hour CPE programs that
bring you the latest topics from the profession's leading experts. Broadcast
live, they allow you to interact with the presenters and join in the discussion. If you cannot make the live event, each webcast is archived and available on CD-ROM. For additional details on available webcasts, please visit
www.cpa2biz.com/AST/AICPA CPA2BIZ Browse/Store/Webcasts.jsp.

Other Resources
.169 One of the problem areas noted in quality control reviews of single
audits has been deficiencies in the auditor's documentation surrounding the
understanding and testing of internal control over compliance. The Government Audit Quality Center (GAQC) has issued a practice aid that will provide
tools to assist auditors in documenting internal control over compliance in a
single audit. The practice aid, Documenting and Testing Compliance and Internal Control Over Compliance in a Single Audit (product no. 006662PDF), is
available to nonmembers of the GAQC for a nominal fee at www.cpa2biz.com
and is available at no charge to members of the GAQC on the GAQC website
at www.aicpa.org/GAQC.

Member Service Center
.170 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Operations Center at 888.777.7077.
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Hotlines
Accounting and Auditing Technical Hotline
.171 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the AICPA's
Accounting and Auditing Technical Hotline. AICPA staff will research your
question and call you back with the answer. The hotline is available from
9 a.m. to 8 p.m. EST on weekdays. You can reach the Technical Hotline
at 877.242.7212 or online at www.aicpa.org/Research/TechnicalHotline/Pages/
TechnicalHotline.aspx. Members can also e-mail questions to aahotline@
aicpa.org. Additionally, members can submit questions by completing a Technical Inquiry form found on the same website.

Ethics Hotline
.172 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 or by e-mail at ethics@aicpa.org.

Industry Conferences
.173 The AICPA National Governmental Accounting and Auditing Update Conference (GAAC) EAST is held in late summer in Washington, D.C.,
and its counterpart, GAAC WEST, takes place in Las Vegas, Nevada, in early
fall. These conferences are designed for CPAs working in federal, state, and
local government; public practitioners with government auditees; and regulators who need to be aware of emerging developments. These CPAs should
attend one of these conferences to remain current on the issues. Attending
one of these conferences is a great way to receive timely guidance, along with
practical advice on how to handle new legislation and standards, from key government officials and representatives of the accounting profession, including
the standard setters themselves.
.174 The AICPA National Governmental and Not-for-Profit Training Program is scheduled to be held in October in Lake Buena Vista, Florida. Obtain
the most up-to-date coverage on current and emerging issues and topics. Standard setters and industry leaders discuss a broad range of topics, including
developments in governmental accounting and auditing; advances in financial statement reporting and the latest in proposed regulations; future issues
affecting nonprofit organizations; and laws on the local, state, and federal government levels.
.175 The AICPA National Healthcare Industry Conference is scheduled
to be held in November in Baltimore, Maryland. This conference is an unparalleled opportunity to gain the information and techniques you need to know to
stay on top of trends to benefit your practice and client offerings. With access
to some of the nation's top health care specialists, you'll get up-to-the-minute
information on the latest developments in health care issues.

AICPA GAQC
.176 The GAQC is a voluntary membership center for CPA firms and
state audit organizations that is designed to improve the quality and value
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of governmental audits. For purposes of the GAQC, governmental audits are
performed under Government Auditing Standards and are audits and attestation engagements of federal, state, or local governments; not-for-profit organizations; and certain for-profit organizations, such as housing projects and
colleges and universities that participate in governmental programs or receive
governmental financial assistance. The GAQC keeps members informed about
the latest developments and provides them with tools and information to help
them better manage their audit practice. CPA firms and state audit organizations that join demonstrate their commitment to audit quality by agreeing to
adhere to certain membership requirements.
.177 The GAQC has been in existence since September 2004. Since its
launch, center membership has grown to almost 1,600 firms from 50 states,
the District of Columbia, Puerto Rico, the U.S. Virgin Islands, and 16 state
audit organizations. The CPA firm portion of the GAQC membership accounts
for approximately 88 percent of the total federal expenditures covered in single
audits performed by CPA firms in the Federal Audit Clearinghouse database
(http://harvester.census.gov/sac/) for the year 2008 (the latest year with complete submission data).
.178 The GAQC's focus is to promote the highest quality audits and save
members time by providing a centralized place to find information that they
need when they need it to maximize quality and practice success. Center resources include the following:

r
r
r
r
r

E-mail alerts with the latest audit and regulatory developments,
including information on the Recovery Act and its impact on your
audits
Exclusive Internet seminars, webcasts, and teleconferences on
compliance auditing and timely topics relevant to governmental and not-for-profit financial statement audits (optional CPE
is available for a small fee, and events are archived online)
Dedicated GAQC website at www.aicpa.org/InterestAreas/
GovernmentalAuditQuality/Pages/GAQC.aspx with resources,
community, events, products, and a complete listing of GAQC
member firms in each state
Online member discussion forums for sharing best practices and
discussing issues that members are facing
Savings on professional liability insurance

.179 For more information about the GAQC, visit www.aicpa.org/Interest
Areas/GovernmentalAuditQuality/Pages/GAQC.aspx.

Help Desk: With all of the quality issues being noted in governmental audits (see further discussion in the "Legislative and Regulatory Developments" and "Audit and Attestation Issues and Developments" sections of this alert), your CPA firm or state audit
organization should consider joining the GAQC. To enroll or learn
more about the GAQC, including details on the membership requirements and fees for membership, go to www.aicpa.org/InterestAreas/
GovernmentalAuditQuality/Pages/GAQC.aspx or e-mail GAQC staff
at GAQC@aicpa.org.
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AICPA Industry Expert Panel—State and Local Governments
.180 The State and Local Government Expert Panel is an AICPA volunteer
group whose purpose is to identify state and local government financial reporting and auditing issues; work with appropriate bodies for resolutions benefiting the public interest; conduct liaison activities with GASB regulators, such
as the Government Accountability Office and OMB, and applicable industry
associations; and advise and assist in the development of AICPA products and
services related to state and local government audits. For information about
the activities of the State and Local Government Expert Panel, visit the AICPA
website at www.aicpa.org/InterestAreas/AccountingAndAuditing/Community/
StateAndLocalGovernment/Pages/StateandLocalGovernment.aspx.

Industry Websites
.181 The Internet covers a vast amount of information that may be valuable to auditors of state and local governments, including current industry
trends and developments. Some of the more relevant sites for auditors with
governmental auditees include those shown in the following table:
Organization

Website

AICPA Government Audit Quality
Center

www.aicpa.org/gaqc

Association of Government Accountants

www.agacgfm.org

Association of Local Government
Auditors

www.governmentauditors.org

Catalog of Federal Domestic Assistance

www.cfda.gov

Federal Audit Clearinghouse

http://harvester.census.gov/sac

Financial Accounting Standards Board

www.fasb.org

Government Accountability Office

www.gao.gov

Governmental Accounting Standards
Board

www.gasb.org

Government Auditing Standards (Yellow
Book)

www.gao.gov/govaud/ybk01.htm

Government Finance Officers
Association

www.gfoa.org

National Association of State Auditors,
Comptrollers and Treasurers

www.nasact.org

Offices of Inspectors General

www.ignet.gov

Office of Management and Budget

www.whitehouse.gov/OMB
www.whitehouse.gov/omb/
recovery default

Securities and Exchange Commission
information for municipal markets

www.sec.gov/info/municipal.shtml
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.182 The state and local government practices of some of the larger CPA
firms also may contain industry-specific auditing and accounting information
that is helpful to auditors.
****
.183 The Audit Risk Alert State and Local Governmental Developments is
published annually. As you encounter audit or industry issues that you believe
warrant discussion in next year's Audit Risk Alert, please feel free to share
them with us. Any other comments that you have about the Audit Risk Alert
also would be appreciated. You may e-mail these comments to ccole@aicpa.org
or write to
Christopher Cole
AICPA
220 Leigh Farm Road
Durham, NC 27707-8110
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.184

Appendix—Additional Internet Resources
Here are some useful websites that may provide valuable information to accountants.
Website Name
AICPA

Content

Website

Summaries of recent
auditing and other
professional standards,
as well as other AICPA
activities

www.aicpa.org
www.cpa2biz.com

AICPA Financial
Reporting
Executive
Committee
(formerly known
as Accounting
Standards
Executive
Committee
[AcSEC])

Summaries of recently
issued guides, technical
questions and answers,
and practice bulletins
containing financial,
accounting, and
reporting
recommendations,
among other things

www.aicpa.org/InterestAreas/
AccountingAndAuditing/
Community/FINREC/Pages/
FinREC.aspx

AICPA
Accounting and
Review Services
Committee

Summaries of review
and compilation
standards and
interpretations

www.aicpa.org/InterestAreas/
AccountingAndAuditing/
Community/AccountingReview
ServicesCommittee/Pages/
ARSC.aspx

AICPA
Professional
Issues Task
Force

Summaries of practice
issues that appear to
present concerns for
practitioners and
disseminate information
or guidance, as
appropriate, in the form
of practice alerts

www.aicpa.org/InterestAreas/
AccountingAndAuditing/
Resources/AudAttest/AudAttest
Guidance/Pages/PITFPractice
Alerts.aspx

Economy.com

Source for analyses,
data, forecasts, and
information on the U.S.
and world economies

www.economy.com

The Federal
Reserve Board

Source of key interest
rates

www.federalreserve.gov

Financial
Accounting
Standards Board
(FASB)

Summaries of recent
accounting
pronouncements and
other FASB activities

www.fasb.org
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Website Name

Content

Website

Government
Accountability
Office

Policy and guidance
www.gao.gov
materials and reports on
federal agency major
rules

Governmental
Accounting
Standards Board
(GASB)

Summaries of recent
accounting
pronouncements and
other GASB activities

www.gasb.org

International
Accounting
Standards Board

Summaries of
International Financial
Reporting Standards
and International
Accounting Standards

www.iasb.org

International
Auditing and
Assurance
Standards Board

Summaries of
International Standards
on Auditing

www.iaasb.org

International
Federation of
Accountants

Information on
standards setting
activities in the
international arena

www.ifac.org

Private
Company
Financial
Reporting
Committee

Information on the
www.pcfr.org
initiative to further
improve FASB's
standard setting process
to consider needs of
private companies and
their constituents of
financial reporting

Public Company
Accounting
Oversight Board
(PCAOB)

Information on
accounting and auditing
activities of the PCAOB
and other matters

www.pcaob.org

Securities and
Exchange
Commission

Information on current
SEC rulemaking and
the Electric Data
Gathering, Analysis,
and Retrieval database

www.sec.gov
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